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The rule of ‘‘convenience of the employer,’’ like a great many tax 
rules, contains an exception. This exception excludes something from 
someone's taxable income. This being the incentive, the exception 
often becomes the rule. It was thought by many that the 1954 Code 
took care of any tax problems which might arise in ‘‘convenience” 
situations, but then came regulations that slightly muddied the Code's 
peaceful waters. The writing team of Sydney A. Gutkin and David 
Beck, whose articles have often appeared in our issues, collaborated 
on a very exhaustive article examining this rule. This paper is an out- 
growth of their briefs in the Saunders case and in the Gordon case. 


Many holders of unimproved real estate have recently been sub- 


dividing their property. Also, numerous toll-road programs are bisecting 
desirable farm property. These are events of tax consequence to the 
owner of the property, and it was with such events in mind that Mr. 
Reinhold Groh prepared for us an article dealing with the income tax 
problems of the investor and the subdivider of real estate. 


To shareholders of closely held corporations, the unplanned divi- 
dend is one of the tax law's worst traps. The unplanned dividend 
is one that is declared by the Commissioner for the corporation in which 
the shareholder holds stock. There are a number of situations which 
bring about this unwelcome addition to the shareholders’ taxable income. 
This article is written by L. William Seidman of the firm of Seidman & 
Seidman, Grand Rapids, Michigan. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, M. S. Hixson. 
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Burton L. Williams and Herbert Baer. Life insurance is 
one way, and probably the best way, in which a man can build 
an estate for his survivors. State laws, recognizing the faults of 
man and the needs of widows and children, have sought to pro 
tect the beneficiaries of insurance proceeds from the hands of 
the creditors of deceased insureds. Since death and taxes are 
certain, every man dies a debtor of the federal government. A 
man may have taken great risks during his lifetime comforted by 
the thought that life insurance, which he has laboriously pur 
chased, will more than make up for the ioss to his survivors 
which may be occasioned by these risks he has taken. When a 
debtor dies insolvent, assets which he has transferred during his 
lifetime may be followed by his creditors, but here is where the 
laws in many states seek to prevent the widow and other bene- 
ficiaries from being stripped to pay creditors of the deceased. 
The Internal Revenue Service has taken the position that not 
withstanding state laws to the contrary, where the insured has 
died insolvent owing federal income taxes, beneficiaries of life 
insurance policies purchased by the insured are liable for such 
taxes to a certain extent. Here is where the road forks. Some 
courts believe the government can proceed against the transferee 
to the extent of the proceeds of the policy; but other courts 
restrain the government’s hand, allowing it to dip no further 
than the cash value. These two authors have collaborated in the 
preparation of an excellent article examining the various legal 
theories in this relatively new and conflicting field. The issues 
are now before the Supreme Court of the United States. “The 
law is what the judge says it is” (quotation attributed to former 
Justice Charles Evans Hughes), but when the judge of one 
court says the law is one thing and the judge of another court 
says no, the law is something else, it takes the Nine to say 
what the law is. 


Both Mr. Williams and Mr. Baer are attorneys in Boston in 
the firm of Brown, Rudnick & Freed. Their article begins at 


page 89. 
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Mark Taynton. Whenever we publish an article written by 
someone connected with the IRS we must always begin: “The 
opinions and views expressed are those of the author and are 
not intended to reflect the views of the Internal Revenue Serv 
ice.” That caveat serves to heighten interest in the article. Mr 
Taynton is in the Engineering and Valuation Branch of Special 
Technical Services of the Service. This is the branch which 


handles depreciation problems. His article discusses the effect 


of salvage on depreciation. 


The old concept of salvage is that it is something save 
from the wreck. Thus, it is a recovery from assets that are n 
longer valuable for their original use. The deduction for deprecia 
tion follows the idea that depreciation should return only the loss 
actually suffered. As you know, an amount may be set aside which 
includes salvage value and which, at the end of the useful life of 
an asset, will return its cost or other basis. In our new income 
tax regulations, salvage means amounts recoverable from assets 
which are no longer useful to the owner. Well... the author 
points out that if the salvage value is substantial, the present 
regulations may require revisions of accounting practices and 
possibly some adjustments of prior years’ income. The article 


begins at page 


Albert H. Monacelli. There is great pressure upon the fe: 
eral government for funds to assist local governments in 
projects, such as schools and highways. The federal govern 
ment is pulling its neck in like the turtle does and has shifted 
its emphasis to programs involving scholarships. This leaves the 
job of building schools, water and sewerage systems, | 
highways to local governments. Local governments finance with 


bonds. However, there appears to be another way aside from 


grants-in-aid by which the federal government can help. Mr: 


rislation (H. R. 8702). This is 


< 
~ 


Monacelli discusses pending le 
bill which would make investment of funds by investment com 
panies in state and local bonds more attractive by permitting the 
investment companies to distribute the tax-free interest to their 


shareholders without its losing its tax-exempt status 
Mr. Monacelli is an attorney in New York City and a partner 
of the firm of Dunnington, Bartholow & Miller. This interesting 


article about the use of a tax incentive begins at page 99 


John G. Gemmill. Shortly after the war, the acquiring of a 
loss corporation became quite a popular tax device. The practice 


is not extinct and certainly the tax problems arising from what 


In This Issue 





was done several years ago are very much present-day problems. 
Mr. Gemmill sets up a hypothetical situation and proceeds to 
solve it by reference to the statutes and the decisions. This is 
an ideal way of presenting a thorough analysis of a tax subject. 
It is true that the 1954 Code clarified at least some of the con 
fusion that existed in this area, but in the clarification, it set up 
complicated and arbitrary rules which must be examined wher 
ever corporate reorganizations involve loss corporations. 

Mr. Gemmill is an attorney in Los Angeles and his article 
grew out of a talk on this subject before the Los Angeles Bar 
\ssociation. The article begins at page 105. 


Harrop A. Freeman. Mr. Freeman’s title asks the question: 
“Is there a new concept of a business asset?” to which he 
appended the subtitle “How wide has the door been opened?” 
The subtitle is figurative and is speaking of three decisions 
within the area in which money or bonds are used collaterally 
to further the taxpayer’s business. One case involved a hedging 
transaction; another, the deposit of bonds as a guarantee of 
faithful performance; and in another a taxpayer attempted to 
secure a steady source of supply of materiel. These decisions 
turn on the definition of a capital asset and have relation to the 
distinction between a capital loss and an ordinary loss. Mr. 
Freeman’s figure of speech provokes another question: “How far 
has the door been opened to the taking of an ordinary loss 
when transactions of a type spelled out in these decisions result 
in a loss?” Well—if three cases make a trend, then the author 
has spotted a trend. 


Mr. Freeman is a professor of taxation at Cornell Law 
School and also a partner of the firm of Freeman and Freeman, 
tax consultants, in Ithaca, New York. See his article at page 110. 


Matthew J. Kust. There is developing, in certain circles in 
this country, considerable interest in India. The Indian planners 
are still groping for a consistent tax policy. They are still groping 
for private investment in general and for foreign investment in 
particular. India is working on a five-year plan, one facet of 
which is an income tax concession which makes investment in 
that new country particularly attractive. Mr. Kust, realizing 


that it would be foolhardy to attempt to predict future tax policy 


in this country, analyzes the law as it exists, leaving, of course, 
the calculation of the risks involved to those who might want 
to accept them. This is the second article on India that Mr. 
Kust has written for us. The first appeared in April, 1957. 
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Mr. Kust is presently engaged in legal practice in Washing 
ton, D. C. He was the State Department’s Legal Advisor for 
South and Southeast Asia, residing in New Delhi. Upon his 
return in 1954 to the United States, he joined the staff of the 
International Program in Taxation of the Harvard Law School. His 


article begins at page 114. 


Washington Tax Talk. This section begins at page 124. It 
is devoted this month, for the most part, to pertinent excerpts 
from the President’s budget message, but here is some last 


minute news from the teletype: 


The Ways and Means Committee is hearing tax revision 


testimony. Subjects discussed have been fire and casualty insur 


ance, tax relief for disabled taxpayers, tax relief to small business 
and application of fast depreciation methods to used assets. 
\dministration officials are scheduled to appear before the com 


mittee during the week beginning January 20. 


Senator Harry F. Byrd of Virginia is now chairman of the 
Joint Committee on Internal Revenue Taxation . . . Repre 
sentative Wilbur D. Mills of Arkansas is expected to be vice chair 
man . . . Representative Aime J. Forand of Rhode Island is 
the likeliest candidate to fill the vacancy on this committee caused 
by the death of Jere Cooper . . . Representative James B. 
Frazier, Jr., Democrat from Tennessee, has been selected to take 
the late Jere Cooper’s place on the Ways and Means Committee. 


The nomination of Nelson P. Rose to be the new General 
Counsel of the Treasury has been sent to Congress by the 


President. 


Following the budget message, Chairman Mills of the Ways 
and Means Committee and Representative Daniel A. Reed of 
New York introduced identical bills, H. R. 9955 and H. R. 9956, 

5 billion 


in the statutory debt limit. This would raise the limit from $275 


to authorize a temporary increase to June 30, 1959, of $ 


billion to $280 billion . . . Secretary of the Treasury Anderson 
will appear before the Ways and Means Committee when it holds 


a hearing on these bills. 


The Secretary of the Treasury recommends extension for 
another year of Section 802(a) regarding the taxation of insurance 
companies. Congress is still looking for the best permanent 
method of taxing insurance companies. 


The Federal Reserve Board on January 16 reduced margin 
requirements for stock purchases and for short sales from 70 per 
cent to 50 per cent. 
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TAX-WISE NEWS 


Every month this department lists meetings of interest to tax men and 
reports on studies, speeches and other activities in the tax field. 
Featured in this issue: Comments on decisions and rulings selected 
from interpretations of the law by the federal courts, the Tax Court 
and the Internal Revenue Service . . . SEC merger considerations. 


ry 

l HE SUM of $68,837.96 is quite a sum to 
receive from the Service as an informer’s award. This informer 
thought that the services he performed for the Service were 
spread over a 36-month period and split up his award in that 
manner. In fact, he was refunded an overpayment of taxes; 
but on second thought and after a second look at the record 
of the case, the Commissioner changed his mind and claimed 
that the tax on the award was all due in one year. The Tax 
Court backed him up. 

The informer was working for an employer who was falsi- 
fying the books. This was exposing the informer to the charge 
of fraud so he went to the Service and asked how he might 
protect himself. He was told what to do and, over the next few 
years, he often discussed the case he was working on with one 
of the agents. However, apparently there weren't enough early 
formal conferences regarding the informer’s work to establish 
the fact that he worked for the Service on this case over a 36 
month period.—Elmer J. Faul, CCH Dec. 22,692, 29 TC 
No. 49. 


CloMMUTED PAYMENTS for the early 
termination of an employment contract are ordinary income. 
The suspicion that such payments might be given capital gain 
treatment comes from the theory that a contract creating rights 
to such payments may be treated as property. This theory was 
squashed by the Supreme Court in Hort v. Commissioner, 41-1 
ustc § 9354.—David L. Gordon, CCH Dec. 22,711, 29 TC - 
No. 58. 
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Last MONTH we told you of the Peurifoy 
decision (57-2 uste J 10,045). This decision involved a deduction 
for expenses incurred at temporary employment of short dura 
tion away from a tax home. The Tax Court allowed Peurifoy 
and others joined in the decision to deduct travel expenses. The 
Fourth Circuit, however, reversed the Tax Court, mainly be- 
cause the three taxpayers involved voluntarily quit working on 
the project. However, there is a case coming up in the Tax 
Court in which a newspaperman, who lived in New Jersey, ac 
cepted temporary service on a government project in Washington, 
D. C. The project, by terms of law, was to cease operations on 
a certain date. This is the petition of George H. Martin, Docket 
Number 70846. Maybe this case, when decided will give us 


some clear rules to go by. 


LEGAL EXPENSES incurred in investigat- 
ing and looking for a new business are not deductible as ordinary 
and necessary business expense. This principle cannot be ex 
panded to cause the disallowance of expenses incurred in expand 
ing one’s field of activity. In other words, the legal fees will 
be deductible as long as they are “proximately related to” the 
taxpayer's trade or business and do not relate to an attempt 
to open a new field of activity for the taxpayer. That’s not an 
easy distinction to make, but here’s a case of an author and 
lecturer who incurred expenses in negotiating with television 
studios. The Commissioner thought this was a “new activity,” 
but the Tax Court held they were “proximately related” to the 
business of author and lecturer. In other words, the author 
was merely expanding his own field of activity—Cornelius Van 
derbilt, Jr., CCH Dee. 22,709(M), 16 TCM 1081. 


W HAT IS a political contribution and what 
] 


is an advertising expense deduction is a point at issue in this 


case. Although the Tax Court does not explain by what process 
it arrived at its conclusion, it held for the taxpayer, permitting 
it to deduct the expenditure. The advertisement in question 
was on the back page of the 1948 Democratic national conven 
tion program and it cost the taxpayer $7,500. The advertisement 
contained printed words and pictures in color, arranged in an 
artistic manner. At the top of the page was printed: “Principles 
of American Progress.” The pictures of four former Presidents 
of the United States—Thomas Jefferson, Andrew Jackson, Wood 
row Wilson and Franklin D. Roosevelt-—were printed in color. 
A quotation from each of these former Presidents took up a great 
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portion of the body. Below the quotations and pictures were 
printed these words: “Today these still are the Democratic 
Party’s principles and its destiny.” Near the bottom of the 
page was “Denise Coal Company [in bold letters], Chas. Mar- 
giotti, President, Pittsburgh, Pennsylvania.” 

Because the taxpayer and his daughter, who owned all the 
stock, were active in politics, the Commisioner held that this 
was a political contribution. The Tax Court might have given 
some weight to the fact that the advertisement was handled 
through an advertising agency and that the taxpayer’s sales 
department thought an advertisement in the program might get 
the company’s name before persons who handled export busi- 
ness, and recommended that the ad be taken.—Denise Coal 
Company, CCH Dec. 22,714, 29 TC —, No. Ol. 


An EMPLOYEE received his distributive 
share of a pension trust and it was taxed as ordinary income. 
Here’s how it happened. The taxpayer was employed by a com- 
pany which had a noncontributory pension trust. This trust 
qualified under the provisions of 1939 Code Section 165(a) (1954 
Code Section 401(a)). Another company acquired all the assets 
of the first employer in a reorganization. The first employer 
was dissolved. The acquiring corporation also hired the em- 
ployee in question here. It had its own employee retirement 
plan, under the terms of which employees of the dissolved com- 
pany were required to work five years before they could become 
participants. The acquiring corporation, because of this cir- 
cumstance, continued the pension trust of the dissolved corpo- 
ration until such time as the acquired employees became eligible 
as participants in its plan. At that time the acquiring corporation 
terminated the old pension trust, and the cash value was dis- 
tributed to the acquired employees. Within a few years of this 
distribution, this employee’s employment was terminated. The 
question in this case turns on what is meant by “an account 
of the employee’s separation from the service,’ as provided 
in 1939 Code Section 165(b) (1954 Code Section 402(a)). The 
general rule is that a distribution because of separation receives 
capital gain treatment; whereas a distribution not made because 
of separation from the service of the employer is treated as 
ordinary income. You see, this distribution was not made 


because of the termination of employment in the acquired corpo- 


ration because the acquiring corporation continued the old trust. 
Clarence F. Buckley, CCH Dec. 22,694, 29 TC —, No. 50. 


(Continued on page 134) 
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Life Insurance Proceeds 
and Transferee Liability 


for Income Taxes 


By BURTON L. WILLIAMS and HERBERT BAER 


Attempts by the Commissioner to assert transferee liability 
for income taxes in the face of prevailing state laws favoring beneficiaries 
have been the source of much litigation and important conflicts 


among the courts. 


The authors discuss certain still-unresolved issues 


in this area, summarize the law as it stands in the various 
jurisdictions and indicate the probable results of future litigation. 


[jaaee THE LAWS of most states, 

when a person dies owning life insur- 
ance on his life, creditors of the insured 
have great difficulty in following the insur- 
ance proceeds into the hands of persons 
named as beneficiaries.’ In many instances 
this follows from the fact that the liability 
of the beneficiaries is governed by the Fraud- 
ulent Conveyances Act under which creditors 
must prove that the insured was insolvent 
at some time prior to death. In addition, 
many states have statutes which deal speci- 
fically with life insurance proceeds. Some 
are cast in the form of exempting proceeds 
from liens of creditors of the insured. 
Others provide that beneficiaries shall not 
be liable for the debts of the deceased 
insured. 

The Internal Revenue Service has taken 


the position that, notwithstanding state 


1 The cases referred to herein deal with situa- 
tions occurring before joint income returns of 
husband and wife were permitted. Accordingly, 
the liability of the widow for her deceased hus- 
band’s income taxes was predicated on ‘‘trans- 
feree liability."’ Under present law, if husband 
and wife have filed a joint return, the widow 
would be directly liable for the taxes without 


Transferee Liability 


laws to the contrary, where the insured has 
died insolvent owing federal income taxes, 
beneficiaries of life insurance policies pur- 
chased by the insured are liable for such 
taxes to the extent of the proce eds received. 
This liability is asserted under the so-called 
transferee liability provisions of the Internal 
Revenue Code of 1954, which empower the 
Commissioner to and collect taxes 
against a “transferee,” as the term is defined 
therein, in the same manner as he may do 
sO against any taxpayer F 


assess 


Procedurally the liability may be asserted 
in a number of ways. During the lifetime 
of the insured, liens may be filed against 
him preventing him from realizing on the 
cash value of the policies. Upon death, the 
liens will prevent payment of the proceeds 
by the insurer to the Even 
after the death of the Com- 


beneficiary. 
insured, the 
regard to transferee liability. 
described herein still 
where joint returns 
where the beneficiary 
the insured’s widow. 
71954 Code Sec. 6901, which re-enacted 
without substantial change 1939 Code Sec. 311 


The problems 
persist in those cases 
have not been filed or 
is someone other than 


89 





The authors are members of 
the Boston law firm 
of Brown, Rudnick & Freed. 


may be able to file liens before 
payment of the proceeds has been made to 
the beneficiary. In either case, the Com- 
missioner must petition to foreclose the 
lien in the United States district court in 
order to realize the proceeds, unless there 
is an administrative settlement of the dis- 
pute. The beneficiary may seek to have the 
lien discharged administratively or by a 
petition in the same court or may pay the 
tax and sue for a refund. If the proceeds 
have been paid to the beneficiary prior to 
the filing of liens, the Commissioner pro- 
ceeds by a notice of deficiency and a 90-day 
letter. The beneficiary may pay the tax and 
sue for a refund or file a petition in the Tax 
Court. 


missioner 


The attempts by the Commissioner to 
assert transferee liability in the face of pre- 
vailing favoring beneficiaries 
have been the source of much litigation and 
important conflicts among the courts. Cer- 
tain issues have been litigated repeatedly 
and still may be said to be unresolved: 


state laws 


(1) Is a beneficiary of a life insurance 
policy a “transferee of property of a tax- 
payer” within the meaning of the Internal 
Revenue Code? 

(2) If such a beneficiary is a “transferee,” 
is he a transferee with respect to the total 
proceeds of the policy or merely the cash 
surrender value? 


(3) What law governs the liability of a 
transferee? 


(4) Is there a difference in result depend- 
ing on whether liens are asserted before or 
after the death of the insured? 

(5) What is the effect if the beneficiary 
is the estate of the insured ? 


Tax Court Decisions 

Section 311(a) of the 1939 Code provided: 

“Method of Collection—The amounts of 
the following liabilities shall, except as here- 
inafter in this section provided, be assessed, 
collected, and paid in the same manner and 
subject to the same provisions and limita- 
tions as in the case of a deficiency in a tax 
imposed by this chapter (including the pro- 
visions in case of delinquency in payment 


after notice and demand, the provisions au- 
thorizing distraint and proceedings in court 
for collection, and the provisions prohibiting 
claims and suits for refunds): 


“(1) Transferees.—The liability, at law or 
in equity of a transferee of property of a 
taxpayer, in respect of the tax (including 
interest, additional amounts, and additions 
to the tax provided by law) imposed upon 
the taxpayer by this chapter. 


.“(2) Fiduciaries.—The liability of a fidu- 
ciary under section 3467 of the Revised 
Statutes, as amended, (U. S. C., Title 31, 
§ 192) in respect of the payment of any such 
tax from the estate of the taxpayer. 


“Any such liability may be either as to the 
amount of tax shown on the return or as to 
any deficiency in tax,” 


The section was first applied to insurance 
proceeds in Kieferdorf v. Commissioner, 
where the insurance was payable to the 
estate of the insured who dies owing income 
taxes. By order of the probate court, how- 
ever, the insurance proceeds had been set 
apart and paid to the widow as property 
of the estate exempt from execution under 
California law. The Commissioner assessed 
a tax liability against the widow as trans- 
feree, who paid the tax and sued for a re- 
fund, contending she was not a transferee 
within the meaning of Section 31l(a). The 
court held for the Commissioner, relying 
on the regulations which defined “transferee” 
to include a “distributee of the estate of a 
The argument that Cali- 
fornia law exempted the proceeds from 
claims of creditors was rejected on the 
theory that “in the last analysis the Fed- 
eral Government can collect the taxes due 
whether the petitioner is a transferee under 
the California law or not on the principle 
that the California law cannot create exemp- 
tions from execution or attachment for the 
collection of Federal taxes.” 


” 
deceased person. 


The case of Florence Pearlman* was the 
first to come before the Tax Court. The 
facts differed from those in the Kieferdorf 
case in two important respects: (1) The 
decedent had designated his wife as bene- 
ficiary of his policies in substitution for his 
estate; (2) he made this substitution at a 
time when he was insolvent. 


Although the proceeds were paid directly 
to the widow, it was apparently not disputed 
that she was a “transferee.” The case was 
argued on entirely different grounds, as 
stated by the court: 





344-1 ustc § 9323, 142 F. (2d) 723 (CCA-9), 
cert. den., 323 U. S. 733. 
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‘CCH Dec. 14,136, 4 TC 34 (1944). 
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“Both parties recognize that the trans- 
feree provisions create no new liability, but 
merely provide a new remedy for enforcing 
an existing liability at law or in equity. 
\lso that the liability is to be tested pri- 
marily by the law of the state of the 
domicile 


The court 
Pennsylvania 


went on to find that under 
law, the designation of the 
widow as beneficiary was a transfer in fraud 
of creditors and that the Commissioner 


could therefore avoid the transfer. 


This apparently sound logic was virtually 
disregarded by the circuit court,’ however, 
which, though affirming the Tax Court deci- 
sion, stated: 


“On principle the question seems to us 
clearly one to be answered without refer- 
ence to state law limitations. It would not 
be disputed that, in general, the imposition 
and collection of federal income tax is a 
federal function. One of the questions aris 
ing from such an undertaking is the deter- 
mination of when B is to be liable to pay 
a tax against A. The 
could, no doubt, have left this question to 
be variously determined by the laws of the 
states if it had so desired. But 
in the absence of a clearly expressed inten 
tion to do so, we should not infer it, for 
such variation does not fit into a uniformly 
applied system of federal taxation. The ad- 
ministration of its taxing laws is as clearly 


assessed Congress 


respective 


a function of the federal government as the 
making of contracts, and 
checks and warrants in payment of its obli- 
gations, matters in which the Supremé 
Court has recently held that the state law 
does not control.” 


the issuing of 


Following the Pearlman circuit court opin- 
ion, the Tax Court completely changed its 
approach to Section 311(a), and in Christine 
D. Muller® set the pattern which it has fol- 
lowed consistently since. In that case the 
had apparently 
the policy from the outset 
that he had 


decedent’s wife been the 


beneficiary of 
bee n 


here was no evidence 


nsolvent at any time prior to his death. 
therefore, of a 


transfer in fraud of creditors. On the 


There could be no finding, 

con- 

trary, the state law was apparently clear 
46-1 ustc J 9151, 153 F. (2d) 560 (CCA-3). 

® CCH Dec. 16,354, 10 TC 678 (1948). 

™ Rowen v. Commissioner, 54-2 ust« 
F. (2d) 641 (CA-2). 

8’U. 8. v. Bess, 55-2 ustc 1 9673, 134 F. Supp 
1467 (DC N. J.). For further discussion of this 
case see the text of this article. But see Bess 
v. U. 8., 57-1 ustc § 9528 (CA-3), where the re- 
viewing court held that the liability was limited 
to the cash surrender value of the policy. 


{ 9581, 215 


Transferee Liability 


that the proceeds could not be reached by 
creditors. Nevertheless, the Tax Court read 
hold not only that 
state law has no application, but also that 


the Pearlman opinion to 


follow insurance 


the beneficiary 


the Commissioner may 
proceeds into the hands of 
not the decedent 
at the time the beneficiary 
nated. This holding has been criticized as 
an unwarranted extension of the Pearlman 
The Tax Court has been supported 
in its interpretation of the Pearlman opinion 
by at least court in the Third 
Circuit, which held, in a case* where the 
decedent had not been insolvent prior to 


death, that the beneficiary was nevertheless 


was insolvent 
} 


was so desig 


whether or 


case. 


one lower 


liable as a transferee 

Later Tax Court sought 
to put the position of the court on a sounder 
theoretical ground. Thus, it has been argued 
that the elements of 
present in this type of case by virtue of the 


opinions have 


equitable liability are 


insolvency of the decedent at death, coupled 
vith the power of the decedent time 
up to death to shift tl 

estate, in which case the proceeds we 


at any 
1€ proceeds to his 
uld be 


ivailable to creditors.” 


In answer to mounting opposition « 

rts, the most recent opinion of the Tax 
urt set forth in great detail the arguments 
vhich it relies.” 


1 


First, it is argued that 


Sect 


drawn between 
rresponding 
estate tax, Section 900(e) of th 
lhe latter section provided 
“transferee” was to include 
under Section 827(b)” 
iny part of the estate tax 


provisions 


liable 


Section 827(b) 


af 


is pe rsonally 


in turn imposed liability on any person who 
receives property included within tl 
estate of the decedent. 
includable in the 


le gross 
Since insurance pro- 
eds are clearly gross 
estate, beneficiaries are explicitly made sub- 
ject to transferee liability. 
such explicit language in the 
provisions, however, is treated by the court 
The 
between the estate tax provisions is said to 


indicate an 


The absence of 
income tax 


as not significant. “close relationship” 


intention that a life insurances 
beneficiary be liable as a transferee for in 
come tax purposes. 

* Aura G. Bales, CCH Dec. 20,347, 22 TC 355 
(1954). See also Jean F. Stern, CCH Dec 
21,540(M), 15 TCM 114 (1956); Elfreda Wentell, 
CCH Dec. 21,580(M), 15 TCM 179 (1956) 

1 Mary Stoumen, CCH Dec. 22,303, 27 TC 1014 

" Substantially re-enacted by 1954 Code Sec 
6901 (h) 

2 Substantially 


6324(a)(2) 


re-enacted by 1954 Code Sec 
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Secondly, the court argues that under the 
estate tax, imsurance proceeds are treated 
as “property” of the decedent, and there is 
no reason why life insurance proceeds should 
not be treated as property of the~decedent 
for purposes of the income tax, 

Finally, the decedent has the power to 
change the beneficiary at any time. At the 
moment prior to his death, the most the 
decedent can do with any of his property is 
to name his successor. Thus, the court rea- 


sons, the insurance proceeds are as much 
property of the decedent as any other of his 
assets, and the beneficiary is a transferee ot 


the proceeds. 

The court then disposes of the question 
of whether state or federal law governs by 
holding that the state statutes limiting the 
creditors to reach life insurance 
proceeds are “exemption” statutes which 
are not binding on the federal government. 
It is apparently assumed, although no sup- 
porting reasons are given, that absent such 
statutes, the beneficiary would be liable for 
the decedent’s debts under state law. 


rights of 


Decisions of Courts of Appeals 


The decision of Rowen v. Commissioner ™ 
marked the beginning of a line of cases that 
took sharp issue with the Tax Court’s no- 
in this area. The 
importance of this case in reversing the tide 
against the Commissioner of Internal Reve- 
nue and the Tax Court was further under- 
scored when Judge Harlan, who partici- 
pated in the Rowen decision was elevated 
to the Supreme Court of the United States 
by President Eisenhower. 


tions on transferee liability 


The Rowen case came before the Court of 
Appeals for the Second Circuit on a petition 
for review of a Tax Court decision ™ that 
held that the receipt by named beneficiaries 
of the proceeds of various insurance policies 
subjected them té transferee liability under 
1939 Code Section 311. The policies were 
payable to the decedent’s wife and children 
and the decedent had reserved the right at 
all times to change the beneficiaries. 

At his death the decedent was insolvent. 
the Tax Court proceedings 
was no finding of insolvency 


However, in 
below, there 
at any date prior to the decedent’s death. 
Furthermore, there was no finding that the 
decedent had taken out or maintained these 
policies to hinder, delay or defraud his 
creditors also, there was no finding that 


18 Cited at footnote 7. 

418 T. C. 874; 57-2 ustc J 9581 

% Phillips v. Commissioner, 2 
U. S. 589 (1931) 
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{ 743, 283 


UsT« 


the premiums were paid by the decedent 
and not the beneficiaries. 

The Tax Court found that since the bene- 
ficiaries had received the insurance proceeds 
upon the death of an insolvent decedent, 
who maintained a right to change the bene- 
ficiaries, there was sufficient basis to impose 
transferee liability. 

The court of appeals in its initial attack 
upon the problem presented noted that the 
Supreme Court had held that Section 311 
merely gives the Commissioner’s collecting 
arm an additional remedy in enforcing an 
existing liability (that of the transferor) at 
law in equity.” Bearing this in mind the 
court said that in a transferee case two 
questions must be answered: (1) Is the 
person against whom collection is attempted 
a transferee and (2) if the person is a trans- 
feree, is such transferee under a “liability 
at law or in equity” for the taxes of the 
transferor? The court of appeals found that 
many courts ignored the latter requirement 
and based their opinions solely on satisfy- 
ing the former one. 

Addressing itself to the first requirement, 
the court turned to federal law to determine 
if the beneficiaries were transferees. This 
was proper, the court reasoned, since fed- 
eral law had created the collection remedy 
against transferees. 

Rejecting the Muller decision of the Tax 
Court, the court said that a beneficiary of 
an insurance policy is not a transferee of 
the proceeds of the policy, as distinct from 
its cash surrender value, because the proceeds 
were never the property of the decedent. 
The beneficiary was, in effect, a third-party 
beneficiary of a contract between the in- 
sured and his insurance company and not a 
distributee or transferee within the meaning 
of the Internal Revenue Code. 

Holding that the insurance proceeds were 
not the property of the decedent, the court 
proceeded to reconcile two courts of appeals 
cases with its holding and to furnish support 
for a third one. The court distinguished 
Kieferdorf," since in that case the proceeds 
were payable to the decedent’s estate. 

The court then showed that the Pearlman 
was not inconsistent with its own 
In that case, the tax liability was 
than the cash surrender value of the 
policies. Accordingly, the court merely held 
that the beneficiaries were transferees with 
respect to the cash surrender value and not 
to the proceeds. The court’s interpretation 


P 18 
case 
view. 


less 
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* Cited at footnote 6. 
Cited at footnote 3. 
18 Cited at footnote 5. 
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of Pearlman 
Circuit in U 


was confirmed by the Third 
S. v. Bess.” 

The court held, however, that the bene- 
ficiaries of the policies were transferees to 
the extent of the cash surrender value, since 
the cash surrender value was an asset of the 
insured during his lifetime. This asset, the 
court reasoned, became merged in the pro- 
ceeds ot the policies on the insured’s death.” 

Having disposed of the question of trans- 
feree status, the court addressed itself to 
the second question raised in its opinion. 
If the beneficiaries are transferees as to the 
cash surrender values of the policies, are 
they under a “liability at law or in equity” 
for the income tax liability of the decedent? 
In the absence of any federal statute defin- 
ing the liability of a transferee, the court 
concluded that local law must govern. The 
court said that it knew of no federal law on 
this subject and was puzzled by the refer- 
ence to such body of federal law in the 
Pearlman case and the line of Tax Court 
cases following Muller 


Examining the Insurance 
debtor-creditor law of the 


Law and the 
State of New 
York, the court finally concluded that the 
beneficiaries were not liable under New 
York law. The court held that in the case 
of the insurance law of New York, the 
beneficiaries had a substantive right to the 
insurance proceeds as against all creditors, 
including the United States. The declara- 
tion of such substantive right was found to 
exist in the title of the New York law which 
read: “An Act to amend the insurance law, 
in relation to the rights of creditors and 
beneficiaries under policies of life insurance 

” (Italics supplied.) Such right was 
not in the nature of a state exemption stat- 
ute by which a state seeks to insulate certain 
types of property, such as clothing, cooking 
utensils, etc., from the claims of creditors. 
This conclusion was not inconsistent with 
the ruling of the Kieferdorf case that state 
exemption statutes should not be permitted 
to hinder the tax collecting efforts of the 
federal government. 


Finally, assuming arguendo that the In- 
surance Law of New York was ineffective 
to protect the insurance beneficiaries from 
transferee liability, the court held that under 
the debtor-creditor law of the state, the 
same conclusion was reached. Unless it 
could be shown that the decedent was in- 


19 57-1 ustc § 9528. 
*On this point the court disagreed 
Tyson v. Commissioner, 54-1 ustc § 9353, 212 F 
(2d) 16 (CA-6), which although reaching the 
same ultimate result as Rowen, did this on the 
grounds that the beneficiaries were not trans- 


with 
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solvent at the time the first premium was 
paid on the policy or at any time subsequent 
premiums were paid, the beneficiaries were 
not liable to creditors. The record in the 
Rowen case failed to show insolvency at 
any of the critical times. 

Even if the court’s position were rejected 
by a higher court and there was some poten- 
tial liability in the case, the court reasoned 
that as far as the beneficiaries were con- 
cerned, such liability was limited to the cash 
surrender value on the 
dent’s death when the 
decedent to be insolvent. 


dece- 
showed the 


date of the 
record 


The Rowen decision soon generated other 
cases that expanded the views announced 
by the Second Circuit. months afte: 
the Rowen case was decided, the Seventh 
Circuit announced it would follow the Rowen 
decision.” The Seventh Circuit mentioned 
Kieferdorf, Pearlman and Tyson and stated 
that it subscribed to the views of Rowen 
which it called a well-reasoned opinion. It 
favorably underscored the contention that 
the widow beneficiary was not a transferee, 
legatee or distributee of the decedent’s es 
tate with regard to the proceeds of the 
policies, since such proceeds were never the 
property of the decedent. 


Two 


The Fifth Circuit touched on the question 
collaterally in U. S. v. Gilmore.” In this 
case the court held that a widow beneficiary 
was liable under the estate tax law (1939 
Code Sections 811(g)(2), 826(c) and 827(b)) 
to use life insurance proceeds to pay for 
income and taxes of her deceased 
husband. At the date of death, the husband 
was solvent. However, the assets of the 
estate exclusive of life 


estate 


insurance proceeds 
were insufficient to pay estate and income 
taxes. The court held that the right to con- 
tribution from life 
was an asset of the 
used to 
were 


beneficiaries 
which must be 
due. If this 
assets of the estate 


insurance 
estate 
pay the estate 
done, the other 


taxes 


were more than enough to pay the estate’s 


The 


discussion 


income 
in this 


taxes. case is of importance 
because of the strong 
dissent of Judge Hutcheson, which was a 
forerunner of the c 
U. S. v. Truax.® 
question was 


decision in 
that the 
transferee lia 


later 
Hutcheson 


ourt’s 
said 
really one of 
bility and the widow beneficiary was not a 
transferee under Florida law, which 
be controlling. 


should 


ferees within the meaning of the statute of any 

portion of the proceeds 
2U, 8S. v. New, 542 ustc § 9706, 217 F. (2d) 
51 ust 

3 55-1 ust< 


f 9425, 222 F. 


{ 9486, 223 F 


(2d) 167 (CA-5) 
(2d) 229 (CA-5) 
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\ month later, in the Truax case, the 
Fifth Circuit gave its support to Rowen. 
[he District Court in Georgia had found 
that a widow was liable to the government 
for taxes of a deceased spouse to the extent 
of the cash surrender value of the insurance 
policies on the date of the deceased’s death. 
This ruling was appealed by the government 
on the theory that the widow was liable for 
the face value of the policies. Hence, the 
only question before the court Was whether 
or not the widow was liable for taxes in an 
cash surrender 


amount in excess of the 


value of the policies. 

he court held that liability of the widow 
was controlled by state law in the absence 
of an express federal statutory liability. The 
Fifth Circuit cited Rowen approvingly in 
this respect and chided the government by 
noting that the Justice Department had 
failed to appeal the Rowen and New cases 
to the Supreme Court. So solidly did the 
lend its support to Rowen that it 
that it did not even believe that 
the beneficiary was liable for the cash sur- 
render value of the proceeds; but since the 
widow did not appeal the district court rul- 
ing, the higher court was unable to give 
her any that area. It was clear 
from the that the Fifth Circuit 
would not hold that a beneficiary was liable 
even for the value of life 
insurance policies, if given the opportunity 
to rule on the question. 


court 
indicated 


relief in 
decision 


cash surrender 


For over a year from the date of the deci- 
sion in 7ruar, no new 
in this area by the circuit courts. 
Sixth Circuit decided Stern v. Commissioner.’ 
This case may become a landmark case in 
the field since the government has appealed 
the decision to the Supreme Court and cer- 
tiorari has been granted. 


cases were decided 


Then the 
‘ 


The question of transferee liability in in- 
surance proceeds cases was not novel to 
the Sixth Circuit. The government recog- 
nized that the court had already made an 
adverse decision in Tyson, and while the 
government hoped for a reversal of this 
position, it urged the court to find that the 
was at least liable as a trans- 
But this 


beneficiary 
feree for the cash surrender value. 
the court refused to do. 


While supporting Rowen on the major 
premises of that decision, the court went 
beyond the Rowen case by holding that the 
beneficiary was not a transferee even of 


* 57-1 ustc 7 9429, 242 F. (2d) 322 (CA-6). 
*% Murphy v. Casey, 150 Minn. 107, 184 N. W. 
783 
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the cash surrender value. The court took 
the position that the cash surrender value 
was not an asset of the deceased during 
his lifetime,” and that the beneficiary of an 
insurance policy was entitled to the pro- 
ceeds of the policy ahead of the creditors 
of the insured.™ While conceding that state 
exemption statutes cannot protect a delin- 
quent taxpayer from the claims of his gov- 
ernment, the court stated that this principle 
did not apply to the state statutes that pro- 
tect the beneficiary from the claims of the 
insured’s creditors. 

An interesting facet of the question of 
liability of the beneficiary arose in the Sev- 
enth Circuit in U. S. v. Hoper.™ In this 
case the government sought to foreclose a 
tax lien that had arisen after notice and 
demand for payment had been made against 
the insured during his lifetime. The tax 
under 1939 Code Section 3671, 
which provides: 


lien arose 


“Unless another date is specifically fixed 
by law, the lien shall arise at the time the 
assessment list was received by the collector 
and shall continue until the liability for such 
amount is satisfied or becomes unenforce- 
able by reason of lapse of time.” 


Che lien, however, was not recorded until 
atter the death of the insured and even after 
some of the policies had been paid to the 
beneficiaries. 

The court in this case rejected all de- 
fenses raised by the beneficiaries with re- 
spect to transferee liability. While agreeing 
that the Rowen case might also be controlling 
in the Seventh Circuit, the court quickly 
pointed out that the instant case merely 
involved the foreclosure of a tax lien that 
had attached to property of the insured 
while the insured was still alive. The court 
held that such a lien survives the death of 
the taxpayer and cited U. S. v. Behrens*™ 
approvingly in so doing. Finally the court 
ruled that life insurance beneficiaries are not 
in a preferred class of individuals, namely, 
mortgagees, pledgees, purchasers or judg 
ment creditors, who are protected from un- 
recorded tax liens. 


rhe case clearly shows that Rowen would 
be followed in the Seventh Circuit, and it 
also demonstrates that the result in all the 
cases turns on the timing of the govern- 
ment’s assertion of tax liability. If the tax 
lien arises before death, the beneficiary takes 
the proceeds subject to a tax lien. If the 





*In re Pfaffinger, 164 F. 526 
1908); Holden v. Stratton, 198 U. S. 202 
** 57-1 ustc § 9508, 242 F. (2d) 468 (CA-7). 


(DC Ky 
*8 56-1 ustc {§ 9294, 230 F. (2d) 504 (CA-2). 
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government asserts the liability after the 
death of the insured, the entire question of 
transferee liability comes into play. 


The final case to be decided in the court 
of appeals at the time of this writing was 
U. S. v. Bess” approve the 
Rowen case, the court held that federal and 
not state law was controlling. The court 
found some expression of federal or common 
law in Central Bank of Washington v. Hume.” 
lhe case merely spelled out the general rule 
that whose purpose is to 
hinder, delay or defraud creditors is void. 
Thus, if an insolvent insured makes premium 
payments on an insurance policy, such pay- 
ments may be construed as coming within 
the meaning of a fraudulent conveyance 
with respect to the creditors of the insured. 
The court went on to state that if the re- 
viewing court should find that state law is 
applicable in determining liability of a trans- 
then under New Jersey law (the 
domicile of the insured), the beneficiary 
would have no liability. 


Refusing to 


any conveyance 


feree, 


holding that the 
beneficiary was a transferee only of the cash 
surrender value of the policies and not the 
entire proceeds of the policies, 


The court concluded by 


reversing the 
court below which had held the beneficiary 
liable for the face amount of the policy. The 
circuit court that the sur- 
render value was like a chose in action that, 
in effect, passed to the beneficiary upon the 
insured’s death 


reasoned cash 


The taxpayer has petitioned for certiorari 
in the Bess case, and the Supreme Court 
has granted the taxpayer’s petition 


Summary 


No definitive 
posed in our introduction can be given at 
present because of the conflicting views ex- 
pressed by different courts. At best we can 
summarize the law as it stands in the vari- 
ous jurisdictions and indicate the probable 
results of future litigation. 


answers to the questions 


(1) Most courts to date have agreed that 
a beneficiary of a life insurance policy is a 
“transferee.” Although it can be argued 
that the f insured in a policy 
terminate upon his death, the more realistic 
is that his rights are transferred with 
under the contract to the 


rights of the 


view 
all other 
beneficiary. 


rights 


(2) The Tax Court now stands alone in 
holding that the beneficiary is a transferee 
with respect to the entire proceeds of the 


* Cited at footnote 8 
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policy where the beneficiary is not the estate 
of the insured. The Rowen case clearly out- 
lines the history underlying the Tax Court 
position and the 


it 


ind ground on which 


unso 
rests. The insured can never realize more 
from a policy than the cash surrender value 
effect of the Tax Court 
is that the Commissioner may be in a 
position to collect more after the death of 
the insured than he could by the most dili- 
effort during the lifetime of the in- 
Such a reward for delay is not con- 
with the general law of 
rights and is unlikely to achieve any support 


during his life. The 
View 


gent 
sured. 


sonant creditors 

(3) Although the Third Circuit still holds 
the view that federal law govern the 
liability of transferees, the trend in other 
jurisdictions appears to be toward a reliance 
on state law. The later cases appear to state 
the sounder both in terms of con- 
sistency with oft expresse d general principle 
that there is no federal common law, and 
in terms of the 
feree liability.” Section 6901 appears in sub- 
title F of the 1954 Code, entitled “Procedure 
and Administration,” in which are included 
provisions dealing with the assessment and 
collection of taxes. Section 311 of the 1939 
Code was placed similarly. In neither Code 
I that 
shall be liable for income taxes of the trans 


must 


view, 


statutory basis of “trans- 


” 


is there any assertion “transterees 


feror, although such a provision does exist 


witl These sections 
state merely that the Commissioner may use 
certain methods of 
tion with respect to 


uity, of a transferee of property.” 


respect to estate taxes 


assessment and collec- 
the “liability, at law or 


The 


is not whether a trans- 


in eq 
question, therefore, 
feree may be exempted from liability by a 
so-called 
rather whether the transferee is liable at all. 
Chis lly one of property 
ights, not one of taxation, and accordingly 
rence to state law. 


“state exemption statute,” but 


question is basica 


1S properly settled by rete 


(4) As the 


1as indicated, there is 


discussion of the cases 
a marked difference 
in result depending upon whether the gov- 
lien on the policy and on 
If the government 


earlier 
| 


ernment has a 
when such lien attaches 


does have such a lien and if the lien arose 
yr to the death of the insured, the 
liability. 


ake 


ques- 


is no longer one transferee 


the beneficiary of the policy must 


t 
cash surrender value subject to the lien 


Commissioner, in proceeding 


he beneficiary or the insurance 


liability, but is 


against 
company, 
is not asserting transtere¢ 
reclosing a security interest of the govern- 
Under such state law 


ment 


circumstances, 
’118 U. S. 195 (1888) 
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does not and should not defeat the rights of 
the federal government. It is only when the 
government attempts to place a lien on the 
policy after the death of the insured that the 
question of transferee liability arises, for at 
that point, the policy is no longer property 
of the insured or his estate but is the prop- 
erty of the beneficiary, and no lien can be 
valid if the beneficiary is not himself in- 
debted to the government. 


In this connection it is important to note 
a fact of which many practitioners are un- 
aware, namely, that the lien arises whether 
is recorded.” If the lien is not 
recorded, the insurer may distribute the 
proceeds to the beneficiary. Nevertheless, 
since the beneficiary is not a purchaser, he 
takes subject to the lien. 


or not it 


(5) If the beneficiary of the policy is the 
estate of the deceased, rather than a named 
individual, some difference in treatment is 
appropriate. The estate of the insured is 
liable for the latter’s income taxes, and the 
proceeds of the policy, not just the cash 


surrender value, become property of the 
estate. The distributee of the estate thus is 
a “transferee” of the proceeds and, if liable 
for the taxes, would be liable to the extent 
of the entire proceeds. Doubt still exists, 
however, as to whether such liability exists, 
since some state laws provide that the pro- 
ceeds shall be exempt, even if payable to 
the estate. The Kteferdorf case still remains 
as the only case dealing with the subject, 
but the reasoning of that case, that state 
law did not apply, has been at least par- 
tially discredited in subsequent cases. Ac- 
cordingly, it may still be argued in appropriate 
states and in cases where no lien has arisen 
prior to payment of the proceeds to the ulti- 
mate beneficiary, that such beneficiary is not 
liable. 

Many of the questions raised herein will 
be answered by the decision of the United 
States Supreme Court in the Stern case 
which will be decided in the current sitting 
of the court and possibly in the Bess case 
since certiorari has been granted.” 


[The End] 


NEW HIKE REPORTED IN TAX CASE LOAD 


New tax cases were received by the 


Tax Division of the Department of 
Justice in unprecedented numbers in 
1957. There has been an enormous 
rise in the amount of litigation involv- 
ing taxes during the past decade, and 
there is every indication that the up- 
trend will 


Since 1947, the number of new 


ward continue for some 
time 
cases commenced each year has nearly 
tripled and the increase in the coming 
year will most probably amount to an 
additional 10 per cent over the year 
just ended. 
Despite the cases, the Tax 
Division reports that it was able to 


reduce by more than a full year the 


new 


time required in 1952 to process the 
average tax 1957, the 
Tax Division conducted a nation-wide 
drive to increase the use of pretrial 
conferences and urged the courts to 
set special tax calendars. Since Janu- 


case. During 


1 Under 1954 Code Sec. 6423, the lien arises 
at the time the assessment is made. Under 1939 
Code Sec. 3671, the lien arose when the assess- 
ment list was received by the district director. 


96 February, 1958 @ 


1954, the reduction in backlog 
has exceeded 2,350 cases and matters, 


ary l, 


this year’s figure being over 500 cases. 
In the past five years (1953-1957), 
more convictions for tax 
(2,853) 
preceding twelve years 
(1941-1952), when 2,260 persons were 
convicted for The 
following table reveals the trend in 
the number of 
since 1952: 


criminal 


fraud were obtained than in 


the entire 


similar offenses. 


criminal convictions 


Pleas of 
Trials Guilty Total 
1957 60 521 581 
1956 74 557 631 
1955 78 528 606 
1954 123 419 542 
1953 70 423 493 
1952 53 324 377 
1951 27 234 261 
1950 18 365 383 
1949 24 375 399 





"The latest case discussing this subject ‘Is 
Jeromer v. U. 8., 57-2 ustc § 9947, decided on 


October 2, 1957, in the Southern District of 
New York. This case followed Behrens and 
Gilmore and reaffirmed Rowen. 
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Effect of Salvage Value 


on Depreciation 


By MARK TAYNTON 


There is nothing startling in the new depreciation regulations with respect to 
salvage. However, they may require revision of some accounting practices 
with regard to salvage, and possibly some adjustments of prior years’ income. 
Mr. Taynton is associated with the Engineering and Valuation Branch of 
Special Technical Services, Internal Revenue Service. This branch handles 
depreciation problems. The opinions and views expressed are those 

of the author and are not intended to reflect the views of the Service. 


QINCE the new Internal Revenue regu- 
“lations on depreciation have been pub- 
lished, with their special emphasis on salvage, 
there has been considerable discussion as to 
their effect on previous accounting practices. 
Are’ accounting methods that 
allow for salvage in other ways than those 
specifically described in the regulations, and 
what is the measure of estimated 


acceptable 


salvage 
referred to in the regulations? May salvage, 


under certain conditions, be ignored? 

[he answer to such questions cannot be 
quantitative, because reason and judgment 
A good 


salvage, 


are always factors in estimating. 
understanding of the meaning of 
however, and its relation to depreciation 
will help in deciding whether adequate weight 


has been given to salvage. 


startling in the new 
regulations The 


idea that depreciation should return only the 


Chere is nothing 


with respect to salvage. 
loss actually suffered is certainly not new. 
The that that 


amount should be set aside for the 


provision depreciation “‘is 
which 
taxable year in accordance with a reason- 
ably consistent plan 


gregate of the amounts so set aside, plus 


whereby the ag- 


the salvage value, will at the end of the useful 
life . . . equal the cost or other basis of 
the property” has been in the regulations for 
over a quarter of a century. (Italics sup- 
plied.) 

Salvage, in a strictly technical sense, is 
the recovery from materials when assets are 


Salvage Value 


no longer valuable for their original use 
Thus, when a broken up 
basic materials, the final value of such ma- 
salvage. This is an old concept 
of salvage—something saved from the wreck 
Recently in the new income tax regula- 
tions, salvage has been interpreted to mean 


machine is into 


terials is 


any amounts recoverable when articles after 


normal use by an original purchaser are 
disposed of because they are no longer use 


ful to him. 


Attempts are made to draw a line between 
two definitions, 
from assets presumably no longer useful for 
their “junk 
contrasted to recoveries from assets capable 


terming recoveries 


these 


original purpose as salvage,” 


of further use which might be termed “sales.” 
But it is practically impossible to draw any 
hard-and-fast line between the two. Unless 
and 


seldom be 


a seller makes an article 


breaks up 


useless, it can said definitely 


whether it is junk or not 


Accountants do tend to consider returns 


from assets no longer useful in the business 
as “salvage,” regardless of what further use 
may later be made of them by someone else. 
On the other hand, if that are still 


useful in the business are disposed of, they 


assets 


are presumably parted with only because a 
favorable opportunity presents itself to dis 
pose of them. Such dispositions are apt to 
“sales” on the theory that 


profit motives dictated the disposal. 


be recognized as 


Some confusion is probably due to lack of 
a clear understanding of what is meant by 
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“retirement” in the accounting sense, as the 
word is loosely used to cover a whole series 
of events. Retirement may be used to mean 
the decision to cease using an asset. But 
will the asset be removed or left in place, 
ignored? A machine so retired, for example, 
may be placed in storehouses or moved to 
an odd corner of the lot, its final disposal 
long deferred. If disposal is not immediate, 
it may be difficult to say sometimes when 
and how retirements should be reflected on 
the books. Under these circumstances salvage 
can only be estimated, subject to ultimate 
adjustment. 


A further difficulty arises on occasions 
when resale values of used are so 
high that they are “retired” just to take 
advantage of their price. What kind of 
income is this, and what note, if any, should 
be taken of such recoveries in estimating 
salvage on similar assets still in use? Should 
all prices obtained for used assets be con- 
sidered “salvage” value to be expected in 
the future? This leads directly to the ques- 
tion of how useful lives of assets are de- 
termined for depreciation purposes, illus- 
trating the close relationship that exists be- 
tween useful life and salvage. 


assets 


In estimating the useful lives of assets, 
it is customary to exclude retirements caused 
by unusual circumstances—casualties, for 
example. Fires and floods, destructive as 
they are, are not considered to be causes of 
depreciation; so, too, in the case of sales. 
It is not the usual thing for an asset, still 
useful in the business, to be sold because 
of a favorable opportunity, and its exclusion 
from consideration in its effect on the average 
life follows. On the other hand, if such 
sales occur with such regularity that they 
constitute the common method of retire- 
ment, they may determine the useful life 
Mere 


necessarily 


remembered: 
does not 


There is this to be 
fluctuation of prices 
mean that salvage estimates should be ad- 
justed. A price rise does not always indicate 
that higher values will be obtained when an 
asset is no longer useful in the business and 
ready for disposal. Prices may rise—and 
fall—without any effect whatever on a party 
who is using something and needs it in his 
business. As far as the bona-fide 
concerned, such interim prices are academic. 
But general price rises, such as the infla- 
tionary spiral in which our economy has 
seemed to have involved itself in recent 
years, may require consideration of possible 
recoveries. A refusal to recognize realizable 
salvage can lead to just as serious misstate- 


user is 


ments as a failure to record depreciation. 
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Another confusing circumstance with re- 
spect to salvage is the practice of charging 
the cost of an asset to the reserve account 
when it is in reality in the process of being 
transferred from one location to another. 
It is temporarily “retired,” but in order not 
to affect income, its cost is at the same time 
credited to the reserve account as salvage. 
Thus, the reserve account is credited with 
costs of assets temporarily retired, as well 
as the junk from final retirements. 

This depreciation problem centers on the 
question of what the true 
it the average of the salvage 
merely the junk credits? It may be solved 
in either way, but consistency is the key 
to the problem. If junk salvage is to be 
used, the life of the asset is its total life 
in the plant, its “cradle to the grave life,” 
regardless of transfers. But if 
considered to be the average credits to the 
reserve account, including both reuse and 
junk, then the useful life is the average 
length of time it serves in one location. 


salvage is. Is 
credits, or 


salvage is 


The income tax regulations, in defining 
“useful life” as “life in the taxpayer’s hands,” 
and “salvage” as “what he expects to get for 
it when he disposes of it,” have merely re- 
this consistency between life and 
salvage. A useful life of three years for an 
automobile, for example, should be used for 


quired 


depreciation only provided the taxpayer cus- 
tomarily disposes of an automobile after an 
average use of three years. In such a case, 


the resale value of the car is the salvage. 


Although the regulations say that salvage 
must be considered in the determination of 
depreciation, there are a number of ways 
is actually 


this can be done. If salvage 
nominal, as for example 
breaking up and removing are usually about 
equal to the salvage received, adjustment of 
depreciation rates would be an unnecessary 
refinement. Particularly in such cases where 
receipts from sales of salvage are reported 
as normal credits to income, adjustments to 
reflect 
would serve no useful purpose. 


where costs of 


salvage in the depreciation rates 

Where a salvage allowance is in order, it 
may be deducted first, leaving a balance of 
cost to be spread over the useful life, as in 
the sum-of-the-year’s-digits method, or it 
may be set up merely as a limiting factor, 
as where the declining-balance method is 
used. In the latter case the useful life de- 
termines the rate, and salvage has no effect 
until the reaches 
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The Pass-Through Principle 
of Tax-Free Interest 


By ALBERT H. MONACELLI 


The pass-through principle, as discussed by the author, would 

permit investment companies to distribute the tax-free interest of state 
and local bonds to their shareholders without the bonds’ losing their 
tax-exempt status. The proposal, now in the form of H. R. 8702, 

is unique in that it aids all other levels of government 


with little strain upon the federal government, 
and is an efficient and inexpensive means of aiding local governments 


and school districts. Mr. Monacelli is a member of the law firm 
of Dunnington, Bartholow & Miller, New York City. 


group of such officials has formed an 
organization known as the National Com- 
mittee for Municipal Bonds. Among the 
established organizations behind the bill 
are the American Municipal Association, 
representing some 12,500 mayors, including 
those of all cities of a population over 
100,000; the National Association of County 
Officials; the National Education Associa- 
tion; the Council of State Chambers of 
Commerce; and the American Farm Bureau 
Federation. 


While the proposed legislation is a tax 


\ BILL is pending in Congress to broaden 
-\ the market for state and local bonds 
and thereby reduce the interest rates which 
and other issuers of these bonds 
have to pay for essential financing. 

The the 
accomplished by attracting substantial funds 
annually from investment companies, both 
public and private. The incentive will be 
an amendment of the Internal 
Code to permit the investment companies to 
distribute the tax-free interest to their share- 


sch « Is 


broadening of market will be 


Revenue 


holders without loss of its tax-exempt status 

Since the bonds will be in any 
event and will be tax free to whoever pur- 
chases them, there will be little, if any, loss 
in federal revenue, and, of course, it is a 
valid corollary that any improvement ot 
municipal’ financing on the local level will 
diminish the pressure of federal aid. In 
fact, it is this concept which has generated 
support for this legislation among organ- 
izations not directly connected with 
and local governments—organizations which 
believe that legislation which will help 
schools and cities to help themselves is 
essentially good. 


issued 


state 


The bill, H. R. 8702, is being actively sup- 
ported by state, local and school officials in 
county in the country. A 


every state and 


measure, it is in purpose primarily designed 
to aid the states, school districts and other 
political subdivisions should 
placed upon the fundamental municipal ob- 
jective of the bill so that this paramount 
purpose will not be lost sight of in judging 
the merits of the pending legislation. 


Stress be 


Present and Future Plight 
of State and Local Governments 
It is generally known that and 
other issuers of tax-free bonds are dispos- 
ing of their bonds today at high interest 
rates. With the large volume of new bond 
offerings over the past ten years, there has 
been a more or less steady erosion of the 
benefits of to the 


schools 


tax exemption issuers, 


until schools and others have sometimes 








1 ‘*Municipal,’" wherever used herein, has ref- 
erence to all issuers of tax-free bonds. 
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paid rates approximating those on taxable 
Only by broadening the market 
full value of tax exemption be 
to state and local governments 


bonds. 
the 
restored 


can 


What is not generally known is the extent 
to which state and local bonds will increase 
in volume in the years ahead. Much- 
needed construction had to be postponed 
during the depression period of the 1930's 
mdition was extended by 
of World War II and the 
when the 
Much of 
us, and with 


This ce necessity 
Korean 
priorities favored the 
the backlog remains with 
the growing population and 
the expanding economy, immense outlays 
by state and local governments 
avoidable. Much of the needed capital 


improvement will, as in the past, have to 


be cause 
War 


tary. 


mili 


are un- 


be financed by the sale of bonds 
Mr. Harry | 


bond offerings 
the next 
billion in 


economist, 
predicts that new 
local 


increase 


\ prominent 
Severson, 


of state and 


will 


governments in 


decade from $5.6 


1967. Construction 
exclusive of land and equip 
from $10 billion in 1956 


1956 to $15.4 billion in 
expenditures, 
ment, will climb 
to $24.1 in 1967. 
The projections of Harry L. Severson, a 
New York financial economist, dated De- 
cember 27, 1957, 


the top of the facing page 


are shown below and at 


Pass-Through Principle 

Eisenhower, in his annual budget 
1955, 1956 and 1957, 
Congress to permit the pass-through of tax 
free interest under very limited conditions 
A number of identical bills were introduced 
in the First the Ejighty-fiftl 
Congress to incorporate this recommenda 
tion, one of them being H. R. 4380, intro 
duced by Representative Thomas B. Curtis 
of Missouri, a Ways and 


’ } 1 
reasury DackK 


President 


messages of urged 


Session of 


member of the 
De spite I 
support mn Congress, 


little 


Means Committee 
and bipartisan 
bills 


ing 


these made progress toward 


New Bond Offerings of State and Local Governments 
1946-1968 
(in billions of dollars) 


Total 
1946 1.2 
1947 2.4 
1948 3.0 
1949 3.0 
1950 3.7 
1951 3.3 
1952 4.4 
1953 5.6 
1954 7.0 
1955 6.( 


) 
1956 } 


1957 * J 
1958 


1959 &. 
1960 &.8 
1961 9! 
1962 10.4 
1963 11.4 
1964 12.4 
1965 13.4 
1966 14.3 
1967 15.4 
1968 16.3 
3 Including bridge and tunnel. 
* 1946-1957: 
bonds. 
3’ Preliminary. 
SOURCE: 1946-57 The Bond Buyer. 
I. B. A. was also used. 


School 


For 1956 and 1957 


Water 
and 
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High- 
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Construction Expenditures of State and Local Governments 
1946-1968 
(in billions of dollars) 


Total 
1946 5 
1947 6 
1948 3.0 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 


1957 
1958 


1959 
1960 
1961 

1962 
1963 
1964 


1965 


nm Ny xX 


1966 
1967 
1968 
* Including federal aid 


? Preliminary 
SOURCE 1946-1953: 


plement to Construction Review’ 
and United States Department of Commerce) 
Work 


June, 1956. 1955-1956 


estimated) 


Schools 


‘Construction Volume and Costs, 1916-1954 


Water 
and All 
Other 


High- 


ways Sewer 


a Statistical Sup 
(United States Department of Labor 
1954 Work cited above 


cited above, June, 1957 (1957 partially 


was due in large part, 
that the limitations in 
narrow bills so minimized the bene 
fits that would flow from 
principle that little enthusiasm was aroused 

bills limit 
regulated 


enactment. This 
pe rhaps, to the fact 
the se 


the pass-through 


} 


Che narrow the pass-through 


not merely to investment com 
panies, but to those “regulateds” which are 


90 per cent invested in municipal bonds. 
No existing companies would qualify 
under the bills. A few investment firms 
have plans to activate municipal 
bond funds, but it is generally believed that 
tl than 


eligible 


substantial 
" 


would be less 


and that a relatively small number of bonds 
would be absorbed [The stock of bond- 


holding companies is not per se very attra¢ 


ie results 


tive to most investors, and when we con 
sider the loading that is necessary to covet 
selling and operating and overhead, 
as well as profit to the underwriters, we 


costs 


Pass-Through Principle 


may 


H. R. 8702 
Ace 


is was a bill 


unregulated investmen 


| a } 

is These com 
panies, as of March wortl 
$10 billion. As for the 
personal 


mated to 


were 
some ‘unregulateds,’ 


holding companies alone are esti 


hold in billion 
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The 


below.’ 


language of H. R. 8702 appears 

In H. R. 8702, the technique of the pass- 
through is adopted from the narrow bills, 
that is, H. R. 4380,’ approved by the Treas- 
ury. Thus it creates a concept called an 
“exempt-interest dividend,” and it is defined 
“any dividend part thereof (other 
than a capital gain dividend eS ee 
paid by a corporation and designated by it 
as an exempt-interest dividend in a written 
to its not later than 
days after of taxable 


” 


as 


or 


shareholders 
the 


notice 
30 


year, 


close its 
The pass-through is available only to a 
(Section 103 of 
the Internal Revenue Code provides for the 
exemption of interest on state and _ local 
government bonds.) A Section 103 corpo- 
ration is defined as any domestic corpora- 


“section 103 corporation.” 


tion which meets the gross-income test of 
regulated investment companies prescribed 
in Section 851(b)(2) and (3) of the Code. 
This test that the corpo- 
ration derive at least 90 per cent of its gross 
income from dividends, interest and gains 
trom the sale or other disposition of stock 
or other securities, with less than 30 per 


1s 


gross-income 





? That section 103 of the Internal Revenue 
Code of 1954 (relating to interest on certain gov- 
ernmental obligations) is amended by redesig- 
nating subsection (c) as subsection (e) and by 
inserting after subsection (b) the following new 
subsections: 

“(c) EXCLUSION FOR EXEMPT-INTEREST 
DIVIDENDS In the case of a taxpayer other 
than a corporation, there shall be excluded from 
gross income an amount equal to the aggregate 
amounts received during the taxable year as 
exempt-interest dividends. Any amount ex- 
cludable from gross income under this subsec- 
tion shall be treated for purposes of this 
subtitle as an item of interest excludable from 
gross income under subsection (a)(1). 

“(d) DEFINITIONS.—For purposes 
section (c) 

“(1) EXEMPT-INTEREST DIVIDEND.—The 
term ‘exempt-interest dividend’ means any divi- 
dend or part thereof (other than a capital gain 
dividend within the meaning of section 852(b) 
(3)(C)) paid by a corporation and designated 
by it as an exempt-interest dividend in a written 
notice mailed to its shareholders not later than 
30 days after the close of its taxable year, if 
such corporation meets the requirements of 
paragraph (2) for such taxable year. If the 
aggregate amount so designated with respect to 
a taxable year of the corporation is greater 
than the amount of interest received or accrued 
by such corporation during such taxable year 
and excludable by it under subsection (a)(1), 
the portion of each distribution which shall be 
an exempt-interest dividend shall be only that 
proportion of the amount so designated as the 
amount of such interest so excludable bears to 
the aggregate amount so designated. 

“*(2) SECTION 103 CORPORATION.—A cor- 
poration shall be treated as meeting the require- 
ments of this paragraph for a taxable year if— 


102 


of sub- 


cent of its gross income derived from the 
sale or other disposition of stock or other 
than three months. 


securities held for less 


Banks and insurance companies are ex- 
pressly excluded to conform to the para- 
mount principle that the pass-through is 
limited to pure investment companies. 

To 


related 


insure that no 
to tax-exempt 
against taxable income, 
Section 265(1) to 
otherwise allowable 
allocable to interest 
tributed an 


costs and 
bonds are charged 
the bill amends 
disallow “any amount 
deduction which 
and dis- 


dividend.” 


expenses 


as a 
received 


exempt-interest 


1s 


as 


The distinction between regulated invest- 
ment companies on the one hand, and “unregu- 
lateds” including holding 
panies, on the other, is, of course, based 
on the nature of the stock ownership 
saw fit to impose SEC supervision 
over those companies which are widely held 
by the public and to exclude those 
which there was no need for governmental 
solicitude because of the fewness and close 
ness of the stockholders. 


personal com 


Con- 


gress 


for 


While the bill seeks to induce the per- 
sonal holding company to make some of its 


‘*“(A) such corporation is a domestic corpora- 
tion other than a bank as defined in section 581 
or an insurance company taxable under Sub- 
chapter L. 

‘*(B) such corporation files with its return for 
such taxable year an election to be a section 103 
corporation or has made such election for a 
previous taxable year which began after De- 
cember 31, 1956, 

““(C) at least 90 percent of its gross income is 
derived from dividends, interest, and gains from 
the sale or other disposition of stock or other 
securities (and for purposes of this subpara- 
graph and subparagraph (D), the terms ‘gross 
income’ and ‘interest’ include interest excluda- 
ble under subsection (A)(1)), and 

““(D) less than 30 percent of its gross income 
is derived from the sale or other disposition of 
stock or other securities held for less than 3 
months.”’ 

SEC. 2. Section 265(1) (dealing with expenses 
relating to tax-exempt income) is amended by 
deleting the period at the end thereof and sub- 
stituting the following: ‘‘, or any amount other- 
wise allowable as a deduction which is allocable 
to interest received and distributed as an ex- 
empt-interest dividend by a corporation meeting 
the requirements of section 103(d)."’ 

SEC. 3. The amendments made by this Act 
shall apply only with respect to distributions by 
corporations with respect to taxable years of 
such corporations which begin after December 
31, 1956. 

®* Also H. R. 1222. These narrow bills were, 
in the closing days of the first session, re- 
placed by H. R. 8810, H. R. 8811 and H. R. 8812 
to effectuate minor technical adjustments, 
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funds available to state and local 
ments, it does not relax any of the restric- 
tions and limitations in existing law in 
respect to personal holding companies. It 
is not necessary to point out that the per- 
sonal holding company of today is a very 
respected member of the tax community 
and is also perhaps the most taxed of them 


govern- 


all; it pays the same tax as other corpora- 
and it is required to distribute its 
“personal holding company income,” which 
is thereupon again promptly taxed to the 
stockholder. 


tions 


Effect upon Treasury 


It is impossible to measure exactly the 
effect that H. R. 8702 would have upon the 
federal Treasury, but it is demonstrable 
that it will not be Municipal bonds 
will be issued out of necessity in any event. 


serious. 


The interest will be tax free under existing 
law, no matter who the purchasers may be. 
without H. R. 8702, distribution of 
corporate holders would be 
But 


unregulated 


rrue, 
the interest by 
taxed to the 
holding 
investment companies do not, in fact, dis 
tribute such interest anyway 
law does not require or encourage them to 


shareholders. personal 


companies and other 


because the 


do so. Few, if any, regulated companies 


purchase municipals. 


existing law this 
shar € he Iiders 


In other words, under 
taxed to the 
of investment companies anyway, and, 
distribution of the interest tax 
8702 would not result in a tax 
municipal 


company ac- 


interest is not 
there 
tore, Ire¢ 
under H. R. 
loss in 
Similarly, if an 
quires a municipal bond instead of a divi- 


dend-paying security, the income of which 


respect of the bonds. 


Investment 


would have been taxed to its stockholders, 
that still be 1 


will taxed 
eve}: security. 


obviously dividend 


to wh does hol he 
that 


more 


small loss of revenue 
R. 8702 will be 
for increased 


Finally, any 


might result from H. 
than offset 


grants-in-aid from Washington 


by less pressure 


Pass-Through Principle Per Se 


This paper was inspired by the initial 
reactions which the pass-through has re 
ceived from time to time when “tried” on 


lawyers. It is only fair to say 


matter 


some tax 
that the 
tax concept 
fundamental justification as an 
to aid state and local governments. 


was presented purely as a 


and with no reference to its 


inducement 


These reactions dealt with the concept of 
passing income through a corporation with- 


out loss of its identity. A corollary ques- 


Pass-Through Principle 


may be 
such 


interest 
deductions 


tax-free 
why not 


tion is that if 
passed through, 
as percentage depletion and intangible drill- 
f short, the burden of the 
were 


ing costs? In 
questions raised was that here we 


being inconsistent with other tax concepts. 
Before proceeding to discuss this position, 


it is important to consider the nature of 


an investment company. 


Distinctiveness of Investment Company 


difference between an 
and an actively oper- 


which can 


There is a basic 
investment company 
ating company upon 
validly and reasonably base a decision to 
treatment to 


difference 


Congress 
give the pass-through one 
and not to the other. 


affords a clear answet 


This 
to any argument that 


all corporations have an equal claim for 


such treatment 


An investment 
investing the 
holders in stocks and 
United States and 

peculiar status of the investment company 
is recognized and favorable tax treatment 
is accorded on the theory that the company 
is doing what the stockholders might have 
the corporate 


company j 
funds of its share- 
Both 
countries, the 


gaged in 
bonds. in the 


other 


done directly, and, therefore, 
precautions are 
Thus, 
regu- 
meets 


tax is waived if certain 


taken to 


under our 
lated 
certain 
the corporate tax if it distributes its income 
to the stockholders. 


protect the government 


Internal Revenue Code a 


investment which 


does not pay 


company 


investment standards 


In Canada the investment company may 


result. Canada goes 


the same 
further and 


a “nonresident-owned investment 


accomplis} 


one step accords the same 
result to 

company,” which is an investment company 
cent by nonresidents of 
[his latter company is given the 


cent tax on 


owned 95 pet 
Canada 
privilege of paying a 15 per 
its income and balance 
of its 
its stockholders. 
company paid dividends to its nonresident 
stockholders, the withholding tax on the 
| 


dividends would be 15 per cent, and, there 


hen capitalizing the 
distributing it to 
is that if the 


instead of 
The theory 


income, 


fore, Canada is made whole if the 


pany pays a 15 per cent tax 


These 


that an 


based he 


merely 


instances are all 
investment company 
the funds of its stock 


tact 
engaged in placing 
holders 


and is not engaged in 


Ob- 


tively 
income-pr¢ ducing business operations 


viously, this is not the case with General 


Motors or with the Bank of America or the 
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Metropolitan Life Insurance Company. Cor- 
porations which business 


tions cannot 


carry on 
realistically be regarded as 
mduits for income flowing to thei 
With them, investments are 
incidental in character and their principal 
income is generated by their corporate 
operations. An investment company adds 
little or nothing to the capacity of its share- 
holders to income flows 


opera 


mere ct 


shareholders. 


realize the which 


through it. 
Chis 


and unassailable one. 


is a basic distinction. It is a sound 


Inconsistent Concepts 


An objection frequently made to special 
provisions is that they are “inconsistent” 
vith the general treatment of taxpayers 
With respect to the pass-through treatment 

r exempt bond interest, it has been asked, 
as mentioned above, why the same treat 
ment should be denied to percentage deple 


ther deductions. 


answer is that the question is one of 


policy for Congress. The tax law 
dl not and need not treat all corporations 
and all items of income and deduction with 
complete uniformity. The question here is 
simply whether Congress wishes to make 
a change which will give fuller recognition 
to the exempt character of state bond inter- 
est and neutralize the effect of the tax law 
on the investors’ choice as to the medium 


and mechanics of investing in such bonds. 


he inherent absurdity of a second ap 
plication of a corporate deduction to divi- 
paid out of the income remaining 
the first application of the deduction 
not apply to the pass-through of an 
exemption which is derived from the char- 
icter of the net income which is distributed. 


dends 
atter 


does 


EFFECT OF SALVAGE VALUE ON 


Continued from page 98 


this point, no further allow- 
indicated. These plans for treat- 
ment of salvage are commonly used where 


salvage At 


ances are 


individual assets are concerned and estimates 
of salvage for each asset may be made. 


Where statistical methods and averages 


are used, as in composite and group rates, 
it is usual to adjust rates for salvage. If 
the straight-line rate would be 5 per cent in 
contemplation of a 20-year useful life, a 
net recoverable salvage of 10 per cent would 
reduce the rate by 10 per cent. An adjusted 
rate of 4.5 per cent would thus return 90 
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Whether the carried 
through to the stockholders is a question as 


exemption is to be 


to the scope and effectiveness which Con- 
attach to the exemption, 
and not a question which can be settled by 
arguments for “uniformity” 


gress wishes to 
or by analogy 
to the treatment of deductions and credits 
generally. 


Conclusion 


State and local governments, particularly 
water and sewer districts, need 
assistance now, and with the increasing 
bond they face in the next 
their problem is serious indeed. It is not 
claimed that the broadening of the market 
for their bonds will solve all of their 
problems, but it will help materially, Lowe1 
municipal borrowing costs will retard, it 
not avoid, annual increases of tax upon 
the local taxpayers. If this aid to local 
government can be accomplished with little, 


sche ol, 


issues decade, 


if any, compensating loss of federal revenue, 
it would be wholesome, indeed, and efficient, 
for it is not disputed that when the tax 
dollar comes back from Washington in the 
form of a grants-in-aid dollar, it 
fewer pennies than when it left because of 
the traveling Nor may 
we completely overlook the that all 
federal involve inter- 
vention in local affairs, not all of which may 


contains 


cost of overhead 

tact 
grants some federal 
be desirable. We are not dealing essentially 
with an extension of tax exemption, but 
rather with a maximizing of the 
thereof to the issuers of the bonds. 


benefits 


The bill, H. R. 8702, is unique in that 
it aids all other levels of government with- 
out strain upon the federal 
Perhaps the detriment 


government 
only will be ex- 
will receive 


[The End] 


perienced by the investors who 
lower rates of tax-free interest. 


DEPRECIATION— 


over a useful life of 20 
Many such rates in use thus do, in 
fact, allow for salvage, without it being ap 
parent that they do so. 

If it has been the practice to ignore 
salvage values, either on the theory that 
depreciation will be stopped as salvage 
values are reached or because salvage is to 
be reported as income later, and if the 
salvage is material, present regulations may 
require revisions of accounting practices and 
possibly some adjustment of prior years’ 


income. [The End] 


per cent of cost 


years. 
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Loss Corporations 


By JOHN G. GEMMILL 


Prior to 1954, there were some loopholes in this area of the tax law and 
much confusion. The new Code set up some complicated 

and arbitrary rules, which must be carefully examined wherever 
corporate reorganizations that involve loss corporations are 
contemplated. Within well-defined limits, it is 

possible to take advantage of loss carry-overs against subsequent 

or current profits. This article is based upon a speech 

delivered on October 10, 1957, before the monthly luncheon meeting 
sponsored by the Committee on Taxation of 

the Los Angeles Bar Association. The author is a member 

of the law firm of Forster & Gemmill, Los Angeles. 


TINTIL 1954, 
and taking 
a widespread practice, 


buying a loss corporation 
advantage of the 
This worked some 
that X 
r] on, a war baby 

initial invested capital of $5,000, had manu- 
factured airplane parts during the war and 
At the end of the war, 
it tried to manufacture cigarette lighters 
and lost all of its $95,000 earned 
which it had built up in its successful opera 
tions during the war. It sold its plant and 
ail equipment for $5,000, its cost after de 

preciation. This left X corporation with no 
assets except $5,000 in cash, but with a loss 
carry-over of $95,000 


was 


loss 


manu 


what as follows: Let us say 


tacturing corpora with an 


had been successful. 


surplus 


Smith was a successful subdivider of real 
estate and was engaged in subdividing and 

building after the war. 
an individual, would buy the stock in this 
corporation for, say, $6,000. Smith, 
buying X manufacturing corporation, would 
have it land, subdivide it, build 
houses on the lots and sell them, realizing 
of $95,000. This profit would all 
free to the X 
poration, because of the 
Smith could then have X 
corporation continue on in business 


substantial working capital behind it, 
} 


houses Smith, 


after 
acquire 


a profit 
be tax manutacturing cor 
loss carry-over 
manufacturing 


with 


is stock at capital gain rates or 


1CCH Dee. 16,559, 11 TC 240 (1948). 
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X manufacturing corpor 
$100,000 out at ca 


pital 


The only substantial obstacle to 
cedure was Section 129 of the 1939 Co 
However, this did not bother Smith because 

Alprosa Watch Corporation.” Th 


1? 
HH at 


e A prosa 
ch case held that in 
name, location, natut 

the stockholdin 
Same taxpayer! 
loss carry-over hat case inv la tax 
able year before Section 
129, but it c 


that the result w« 


nactment 


mtained dictum to the effect 


uld not have been altered 


by the application of Section 129, because 


that section prohibits only the 


tax benefit by an acquiring 
tt its use by the c 


control was acquired 


but nm 


Of course, under the 
re had to be a bi 
benefits. But 


arguing that 


han tax 
this by 
poration had a line 
he did not 
with the subdivision 
put into X manuf 


want t tain 


acturing 
The government wi 
stymied in preventing 


wrding to 


fectively 


-orporations acct 





pattern, and because of the widespread use, 
Congress closed the door by the enactment 
of Section 382(a) of the 1954 Code? 


Under Section 382(a), it is still technically 
possible to acquire all of the stock in the 
loss corporation, put new business ventures 
into that corporation and have the loss off 
set the profits on the new business venture, 
provided that the corporation carries 
on in the identical business that it carried 
on before the acquisition. This tends to 
discourage such acquisitions and, as a practi- 
cal matter, is fréquently not feasible. How- 
ever, in the case of, say, a small manufacturing 
plant, which could be made to at least break 
even by improved management, it can theo- 


loss 


retically still be “used. 


It has also been suggested by one com- 
mentator * that it might be possible to acquire 
an option on the stock of a loss corporation, 
change its business, have it make money in 
venture and then 
option, Whether or not this 
up Is quite debatable. and it 
that the government 
a regulation, a request for legisla 


exercise the 
would stand 
may be ex- 


the new 


pected would attack 
this by 


tion or in the courts. 


At the same time, in 1954 Congress sought 
to clarify and make definite the law with 
respect to losses in the field of corporate 
reorganization where dissolution of wholly 
owned subsidiaries, statutory mergers and 
and other reorganizations, 
except divisive (split-ups, spin-offs, etc.) 
reorganizations and partial liquidations, are 


consolidations, 


employed. 


Prior to 1954, there was considerable con 
fusion as to whether or not losses could be 
preserved past such reorganizations. New 
Colonial Ice Company, Inc. v. Helvering * 
Stanton Brewery, Inc. v. ¢ 
this confusion. 


and ommuisstoner ‘ 


are illustrative of 

In 1954, enacted 1954 Code 
Section 381(a), which provides that in the 
liquidation of wholly owned 


Congress 


case of the 


71954 Code Sec. 382(a) provides, broadly 
speaking, that if there is a 50 per cent change 
of ownership resulting from purchase or similar 
methods of acquisition, and the corporation has 


not continued to carry on in substantially the 
same business as prior to the change, the net 
operating loss carry-overs will not be available 
as deductions 

’ Rice, ‘‘Changes in Net Operating Loss Carry- 
Back, Carry Forward, and Acquisition of Loss 
Corporations,’’ 1955 Southern California Tax In- 
stitute 433, 465. Professor Rice says that this 
“‘device would be dubious."’ 

4S. Rept. 1622, 83d Cong., 
(1954). 

54 ust 


2d Sess., p. 276 


{ 1292, 292 U. S. 435 (1934). 
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subsidiaries and various reorganizations in- 
cluding statutory mergers and consolida 
tions, the acquiring corporation 
to the net operation loss carry-overs, earn- 
i carry-overs 


succeeds 
ings, profits and capital loss 
of the distributing or transferor corporation. 


There is not here discussed what are 
known as “(C), (D), and (F) Reorganiza 
tions,” as defined in Section 368(a)(1),’ 
because for all practical purposes, they have 
the same attributes and limitations as mer- 
gers and consolidations. 

The Code contains a somewhat detailed 
description of what is meant by dissolution 
of a wholly owned subsidiary. In general, 
however, it means the dissolution of a cor- 
poration in which 80 per cent or more of 
the voting stock is owned by a parent cor 
poration.” The dissolution of a_ wholly 
owned subsidiary is, of course, no different 
than the dissolution of any other corpora- 
tion. One simply follows the law of the 
state under which the corporation is formed 
in effecting the dissolution. 

The Code speaks of a statutory merger,’ 
which simply means the merger of one cor- 
poration into another under the laws ot 
the state or states of incorporation; that is, 
all of the assets, subject to liabilities, of the 
corporation being merged into the other are 
transferred to the surviving corporation, 
and the corporation being merged ceases 
to exist.” 

The Code also speaks of a statutory con 
solidation,” which simply means a consoli 
dation under the laws of the state or 
of incorporation of the corporations affected 


states 
In a consolidation, the old corporations 
cease to exist, and a new corporation takes 
over all of the assets and liabilities of both 
and continues on.” 

There are certain very important limita 
of a surviving corporation, 
reorganization, to take 
corporation 


tions on the right 
in these 
advantage of the 
which 


types of! 
losses in the 
goes out of existence 


6 49-2 ustc § 5941, 176 F. (2d) 573 (CA-2), rev'g 
CCH Dec. 16,587, 11 TC 310 (1948). 

* Involving (C) the exchange of voting stock 
for the assets of another corporation; (D) the 
transfer of assets by one corporation to another, 
with the shareholders of the transferor corpo- 
ration obtaining stock in the transferee corpo- 
ration, or otherwise controlling it as of the 
conclusion of the transfer; and (F) ‘‘a mere 
change in identity, form, or place of organiza- 
tion, however effected.’’ 

5 1954 Code Sec. 332(b). 

* 1954 Code Sec. 368(a)(1)(A) 

” Cf. California Corporations Code Secs. 4100 
and following. 

1 See footnote 9 

® See footnote 10 
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In the dissolution of a wholly owned 
subsidiary, there is only one limitation of 
consequence The losses of a wholly owned 
subsidiary are not carried over to the sur 
viving parent corporation where the Kimbell 
Diamond rule applies.’ 1954 
Statutory law, the parent corporation, upon 
the dissolution of a wholly owned subsidiary, 


Under the pre 


took the cost basis for the assets which it 
from the dissolved subsidiary.’ 
was made law, however, that 
this did not apply where the purpose of the 
parent in stock in the 
sidiary was to acquire its assets, and where, 
immediately 


received . 
There case 


acquiring the sub 


acquiring the stock, it 
dissolved the subsidiary. This was the holding 
of the Kimbell-Diamond © 
widely 


alter 


case, which became 
known as the Kimbell-Diamond rule 
The Kimbell-Diamond rule was written into 
the statute in 1954 by Section 334(b)(2).' 
The obvious reason that the Kimbell-Diamond 


from the use of the 


Situation 


was excluded 
ss carry-over of the dissolved corporation 


ss 
lowed to tl 


is that it were a operate, the 


parent corporation would have a cost basis 
m the assets equal to what it had paid for 
tl $100,000, on 


he stock, say whicl 
only $5,000 


ould 
assets at this 
them that 

still 
usable k ry-ovet ot 
Kimbell-Diamond rule, as 


assets 
had initially cost, sav, 


de preciation on these 


I sell 


without a ti t it 


take 


might 
$100,000 
written int 

has no application unless the stock 


was acquired by purchase.” 


Statute, 
For all practical 
purposes } that the 


is means acquiring 


corporati must pay cash or its equivalent 


for the stock in the subsidiaty, and if the 


acquiring corporation got it through ac 
tril to capital bv l hareholders, 


any method 


yutION 
where the 
is determined by 


hands of the 


reterence 
person f 


the Kimbell-Diamond 


deliberately 
Kimbell-Diam 


parent corpor: 


course, it is possible 


the application of the 
even though the 
stretching 


uurchases the subsidiary, by 


cent or more 


1 
t 
the acquisition of 80 per 


he stock over a period of more than 12 
l 


months, or by deferring the adoption of a 


Kimbell-Diamond Milling Company v. Com- 
missioner, 51-1 wus’ £ 9201 187 F. (2d) 718 
(CA-5), aff'g CCH Dec. 17,454, 14 TC 74 (1950) 

* 1939 Code Sec. 112(b) (6) 

Cited at footnote 13 

1954 Code Sec. 334(b)(2) provides, in effect 
that if the parent acquires, by purchase, 80 per 
cent or more of the voting stock within a 12- 
month period and dissolves the subsidiary with- 
in two years thereafter, the basis of the 
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plan of complete liquidation until two years 
after the acquisition of the stock.” If this 
is done, a subsidiary can be acquired and 


loss of the 
into the parent 


the operating 
taken 


issolved, and 


subsidiary can be 
As to 


tions 


Statutory and 
other reorganizations, there are 
several limitations. Compliance must be 
had with Section 354(b)(1).” The principal 
limitation, 1954 
Code Section 382(b), which provides that 
where either the 


mergers consolida 


and 


however, is contained in 


transteror or acquiring 
corporation has 
over to the first 
the date of the 
holders of the 
of their ownership of it, end up immediately 
after the 


less han 20 per 


a net operating loss carry- 


taxable year ending after 


transfer, and the share- 


loss corporation, as a result 


merger or consolidation owning 


cent of the stock of the 


corporation, loss carry-ovet 


allowable 1s reduce | 
centage formula sé 
mula is quite complicated, but 

to h at its extreme, it can 

tl I carry-over at 

Chis meat ‘ he areholders of 

corporation 1 ar yrohts can 

acquire, 

then merge 

cor 

have 

profit 

How 

as 

oration 

owned 

in the 


ration can 


own 
harehol le rs 
immediate ly 


20 per cent 


sepal merge 
property acquired on dissolution becomes the 
basis of the stock in the hands of the parent 
194 Code Sec. 334(b)(2)(3) 

% See footnote 16 

* Requiring that in a (D) reorganization, de- 
scribed in footnote 7, the transferee corporation 
acquire substantially all of the assets of the 
transferor, and that any stock or other property 
received by the transferor be ‘‘distributed in 
pursuance of the plan of reorganization."’ 
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or consolidate, provided that the shareholders 
of the loss corporation end up owning 20 


per cent or more of the stock of the sur- 


yrporation, 


seldom, particularly in the closed 
held, that the client’s objectives 

served in this manner. A typical 
problem in the closed-corporation field arises 
that clients are tempted to 


from the fact 


operate through several entities with varying 
stock ownerships, which frequently leaves 
them with profits in a different entity than 


} 
I 
+} 
I 
1 
} 


yne where the losses have occurred, and 


1eé ¢ 
1¢ limitations make it impossible or unsafe 


t 
ceed 


{ pre 
i 


Let us take the following example: 
Jones & partnership, with 
Father Jones owning a 50 per cent interest; 
\. Jones, an adult son, owning a 25 per cent 
interest; and B. Jones, another adult 


owning the remaining 25 per cent interest. 


Sons is a 


son, 
Jones, Inc., is a corporation of which all of 
the stock is owned by Jones & Sons, the 
partnership. A corporation is a corporation 
f which all of the stock is owned by A. 
Jones; B corporation is a corporation of 
which all of the stock is owned by B. Jones; 
F corporation is a corporation of which all 
of the stock is owned by Father Jones; C 
poration is a corporation of which 50 per 
cent of the stock is owned by F. Jones and 
50 per cent by A. Jones; D corporation is 
1 corporation of which 50 per cent of the 
stock is owned by A, Jones, and 50 per cent 
wned by B Jones, 
highly successful cotton farming operation 


Jones Inc., has a 


and expects substantial profits in the future 
\ corporation, B corporation, F corpora- 
tion, C ce and D corporation all 
ve loss carry-overs, resulting from live- 
1 ’ .o . - 
ick raising on land which, however, could 
used for raising cotton. 


rporation 


We will assume that the parties have 
their about branching out 
into fields of endeavor with which they are 
unfamiliar, and wish to concentrate all of 
their activities on cotton farming through 
Jones, Inc. This, of course, they can do, 
but if dissolve the loss corporations, 
nothing but capital 
which have only limited use. 


learned lesson 


they 
they will get losses, 

Can they merge all of the loss corpora- 
tions into Jones, Inc., and have the various 
loss carry-overs available to Jones, Inc.? 
Probably not, because it is impossible for 
the shareholders of each of the 


lk SS cor- 


porations to end up with 20 per cent of the 
stock in Jones, Inc., as a result of those 
shareholders’ ownership of stock in the loss 
corporations and, at the same time, not 
have a serious and unacceptable distortion 
of shareholdings as compared with invest- 
ments of the respective shareholders.” While 
it might be argued that Section 382(b)(3) 
is applicable, or that attribution rules be- 
tween the partnership and the father and 
his sons, as the partners, and between the 
father and his sons,” cover the situation, it 
would be dangerous to place full reliance 
here, particularly if there is a better solution. 


What about making all of the loss cor- 
porations wholly owned subsidiaries, and 
then dissolving them? This could be ac- 
complished by the shareholders of each of 
the loss corporations contributing his shares 
of stock to Jones & Sons, the partnership 
This could be done without any tax con- 
sequences. Then Jones & Sons, as the 
owner of all of the capital stock in Jones, 
Inc., could contribute all of the stock of 
each of the loss corporations to the capital 
of Jones, Inc., without tax 
All of the loss corporations then would be 
wholly owned Jones, Inc., 
which could dissolve 


consequences. 


subsidiaries of 
them. 
The Kimbell-Diamond rule, as codified in 
1954 Code Section 334(b)(2), would not be 
applicable, because Jones, Inc., would not 
have acquired the stock in the subsidiaries 
by purchase. Stated in the reverse of the 
language of the definition of “purchase,” 
contained in 1954 Code Section 334(b)(3), 
the basis of the stock in the hands of Jones, 
Inc., would be determined by reference to 
the adjusted basis of the stock in the hands 
of the person from whom acquired—that 
is, the partnership—or, if it were appro- 
priate, by reference to the basis in the hands 
of the partners who contributed it to the 
partnership. Therefore, the limitation con- 
tained in Section 38l(a)(1), denying the 
application of that section to the Kimbell- 
Diamond situation, would not be applicable, 
and the case would appear to fall squarely 
within the provisions of Section 381l(a), so 
that the carry-overs from all of the 
loss corporations would be available to be 
offset against the profits of Jones, Inc. 


loss 


However, as always, it is appropriate to 
inquire if there are any arguments which 
the government might use to disallow the 
use of the losses. 





“If, for example, Jones, Inc., had a net worth 
of $2 million and each of the other corporations 
had a net worth of less than $25,000, it is doubt- 
ful if the parties would wish to issue enough 
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additional stock in Jones, Inc., to comply with 
the 20 per cent rule of Sec. 382(b). 
*1 1954 Code Sec. 318. 


TAXES —The Tax Magazine 





\ familiar argument when others are not 
available is what is known as the “step 
transaction argument,” and it 
thing like this. 


transaction, 


goes some 
If it is conceded that each 

standing alone, would 
msequences or would have 
le to the taxpayer, 
of transactions 
together and each transaction is viewed as 
a step in a single transaction, then the re 
sult should be the same as if only one trans 
action had occurred. This argument 
frequently the that one, 
or f the steps never took place at all 


have no 
tax Cc tax cor 
sequences favorab never 


theless, if a series are put 


] 
alsO 
involves pretense 


more, ¢ 


It would be extremely difficult to apply 
the step-transaction argument to our case 
If it argued, for instance, that the 
fact of contribution of the stock in the loss 
corporations to the partnership should be 
disregarded, then it follows that for this 
purpose, the existence of the partnership 
should be ignored, and the result would be 
the contribution of stock in the loss corpora- 


were 


tions directly by the shareholders (that is, 


1 
to Jones, 


the partners of the partnership) 
If i 


done 


what 
consolidate the 
and that, 
Section 382(b) 


were argued that in reality, 
was to 


Ine 
was 
loss corporations with Jones, Inc., 
the limitations in 
should apply, this argument should be ade- 
quately met pointing out that the Code 


deals with statutory mergers and consolida- 


merge or 


the retore, 
by 


tions,” and, as long as the statute providing 
for mergers and consolidations was not used 
the and 


solidation re not 


here, limitations on merger con- 

could pos- 
Even if they were held 
applicable, the taxpayers could fall 


back on Section 382(b)(3), and then on the 
attribution rules referred to 

The 129 of the 1939 Code, 
which is now Section 269 of the 1954 Code, 
might also be used as an argument against 


irganizations 
sibly be applicable 
to be 
above.” 


old Section 


NEW TREASURY TAX ASSISTANT 
David A. a New York City 


tax administered the 
oath ot as to the 
Secretary of the Treasury by Secretary 
January 2, 1958. As 
chief of the Treasury’s Legal Advisory 
Staff, which analyzes and 
reports and provides legal advice to 
the Mr. 

Train, 


Lindsay, 


attorney, Was 


office an assistant 


Anderson on 
prepares 


Secretary on tax matters, 
Lindsay succeeds Russell E. 
* 1954 Code Sec. 368(a)(1)(A). 
See footnote 21. 
‘§ { 9691, 77 S. Ct. 990. 
*>CCH Standard Federal Tax Reports, Re 
write Bulletin, § 8695 (June 5, 1957). 


UST( 
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1 


availability of the to Jones, Inc 
While a literal reading of Section 269 does 


the loss 


not appear to furnish any cause for serious 

here is language in the recent 
United States Supreme Court decision, Libson 
Shops, Inc. v. Koehler, does. It has 
been suggested that that case might justify 
the 7 
overs, even under the 1954 Code,” although 
this writer does not agree. 


concern, t 
which 


the disallowance of use of loss carry- 


It has long been clear that a business 


purpose, other than for tax advantages, has 


I retain 


necessary in order to gain 
of 
Che landmark decision of 
held 


corporation 
entity 


een or 


tax benefits reorganizations 
Helver 
transaction between a 
sole shareholder, the 
was properly to be dis 
regarded where there was absolutely m 
purpose for the 
than tax avoidance. He 


corporate 
Gregory 7% 
ng that in a 

and its 


corporate 


other 
taxpayers 


business transaction 
ywever, the 


have prevailed in a number of cases where 


some business purpose was shown. 
In the 
ficient business 
shown, It 
iggy ge 


d to consolidate all of their 


example under discussion, a suf 


purpose be quite 
is simply that parties 
activities, 


down overhead, enable the 


Surviving 


rporation, mes, Inc., to take the land 


he various loss corporations iato its 
make a profit on it 
| 


this land 


business and pr¢ »bably 
by 


raising cotton on 


| 


In conclusion, the 1954 Code has 


clarified an area of the tax law in 


at least 

which 
there confusion 
] 


in 
anid 


previousl) 
some loo 
set up some co 

a: on Leallae . } - 
which must be carefully examined where 
rganizations which involve loss 
contemplated. However, 


it 1S possible to 


corporate rec 
corporations are 
within well-defined limits, 
take advantage otf 


subsequent or current profits 


overs against 


[The End] 
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Mr. Lindsay has been 
vith the New York City 
Davis, Polk, Wardwell, 
and March, 
Lindsay is a member of the 
and New York Bar Associations 
and, also, a member of the Association 


f the Bar of the City of New York 


TIE 
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state 


® 35-1 ustc © 9043, 293 U. S. 465 

7 Cf. Berland’s Inc. of South Bend, CCH Dec 
18,057, 16 TC 182 (1951): Chelsea Products, Inc., 
CCH Dec. 18,240, 16 TC 840 (1951) 
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A capital asset is defined by the deductive method. 

It is everything except what the Code says it is not. Is it any wonder, 
then, that some decisions bring strange results? A capital 

asset may not be a capital asset because of “‘intent."’ 

This article discusses three important decisions in this area. 


Is There a New Concept of a 


HEN THREE CASES were - decided 

in 1955, tax practitioners knew that a 
new potential for treating losses as ordi- 
nary rather than capital had been created. 
Now we have lived with these long enough 
to be in a position to examine how wide 
the door has been opened. In Corn Products 
Refining Company v. Commissioner, 55-2 ustc 
{ 9746, 350 U. S. 46, the taxpayer corpo- 
ration, a manufacturer of corn products, 
bought corn futures to assure itself a source 
of supply and to guard against price fluctu- 
ations. It sometimes took up the corn un- 
der the futures and sometimes sold the 
futures, either at a gain or loss. The tax- 
payer wished to view the futures as “capital 
assets,” but was held to have ordinary gains 
and losses as “an integral part of its busi- 
ness.” In Commissioner v. Bagley & Sewall 
Company, 55-1 ustc J 9381, 221 F. (2d) 944 
(CA-2), aff’'g CCH Dec. 19,887, 20 TC 983, 
the taxpayer was required by contract, for 
the manufacture of papermaking machinery 
for the Government of Finland, to deposit 
in escrow $800,000 of government bonds to 
secure the performance of the contract. The 
taxpayer acquired and deposited the bonds, 
performed the contract, obtained a release 
of the bonds and immediately sold them at 
a loss. The court, over 2 strong dissent by 
Judge Frank, held that the loss could be 
taken as an ordinary rather than a capital 





141 American Bar Association Journal 966 
(1955): 55 Columbia Law Review 1228 (1955); 
69 Harvard Law Review 761 (1956); 104 Univer- 
sity of Pennsylvania Law Review 439 (1955); 41 
Virginia Law Review 820 (1955); 65 Yale Law 
Journal 401 (1956). 

2 ‘*Judicial Treatment of ‘Capital’ Assets Ac- 
quired for Business: The New Criterion,’’ 65 
Yale Law Journal 401, 411 (1956). 

3 Proposed Regs. Sec. 1.1221-1, in fact, tends 
to negative the Corn Products rule by stating: 
‘The term ‘capital assets’ includes all classes 
of property not specifically excluded by section 
1221." It then goes on to refer only to deprecia- 
ble property as property used in business ex- 
cluded from the category of capital assets, In 
Regs. Sec. 1.1233-1(b) it specifically limits the 
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In Tulane Hardwood Lumber Company 
v. Commissioner, CCH Dec. 21,258, 24 TC 
1146 (1955), the taxpayer purchased deben- 
tures of a seller corporation in order to 
When 


was 


loss. 


assure a source of supply of wood. 
the debentures became worthless, it 
permitted an ordinary loss. 


The cases were widely noted in the law 
reviews.' The Corn Products case was criti- 
cized for (1) rewriting 1954 Code Section 
1221 (1939 Code Section 117) which defined 
capital assets to exclude all property held, 
without “investment intent,” in connection 
with the taxpayer’s business; (2) failing to 
follow the Second Circuit’s opinion which 
treated the futures as part of “inventory” 
and, thus, excepted from the definition of 
capital asset by statute itself; (3) putting it 
in a taxpayer’s power to prove a full loss 
by emphasizing the relationship to business 
but report only a capital gain by playing 
down this relationship; (4) failing to define 
an objective distinction between “business” 
and “investment.” One writer suggested a 
new regulation to provide that property 
would be considered held for investment 
unless the Commissioner was notified within 
30 days of acquisition that the property was 
held for business purposes.? The new pro- 
posed regulations contain no such provision.’ 


The Bagley & Sewall decision came in for 
the most criticism as (1) unnecessarily con- 


“hedging transaction’’ concept and leaves open 
the definition of capital assets: 

‘‘(b) Hedging transactions. Gain or loss from 
a bona fide hedging transaction in commodity 
futures entered into by flour millers, producers 
of cloth, operators of grain elevators, etc., for 
the purpose of their business shall not be con- 
sidered gain or loss from the sale or exchange 
of a capital asset. Gain or loss from a short 
sale of commodity futures which does not quali- 
fy as a hedging transaction shall be considered 
gain or loss from the sale or exchange of a 
capital asset if the commodity future used to 
close the short sale constitutes a capital asset in 
the hands of the taxpayer as explained in 
paragraph (a).”’ 
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Business Asset? 
By HARROP A. FREEMAN 


capital reach a 


result which might be achieved otherwise; 


fusing asset concepts to 
2) giving inadequate attention to the regu- 
lations and House of Representatives report 
which make it clear that the stated exclu- 
sions from, capital assets are the only ones 
and that from capital trans- 
actions are to be taken only to the extent 
authorized by Code Section 1221;* (3) de- 
parting from the established rule of in- 
terpreting tax statutes literally. 


asset 


losses 


An examination of the litigation during 
1956 and 1957 shows that the door opened 
by these cases has been kept busy. In 
Gulftex Drug Company, Inc. CCH Dec 
22,635, 29 TC —, No. 16, the taxpayer, a 
liquor wholesaler, American Dis- 
tilling Company stock in order to assure a 


purchased 


supply of liquor. Since the stock was held 
beyond the period when stockholders were 
given an advantage in purchasing, it was 
held that the loss on he 

was a capital loss. On the other hand, in 
S. S. Pierce Company v. U. S., 57-2 

(DC Mass.), the tried to 
make the same argument as the holding in 
the Gulftex Whiskey 


originally 


the sale of t stock 
usTc 
" D886 taxpayer 
certificates had 
held in in 


case. 
and 
a processor-bottler in order te 
taxpayer! 


been purchased 
ventory by 
claimed 


assure a_ supply Phe 


these had been converted to capital assets 
and were sold to persons and in quantities 
not related to trade or business tut the 
court held that the sales resulted in ordi- 
nary gains. In Viola M. Todd v. U. S., 57-1 
ustc § 9389 (DC Ga.), a food milling com 
rather 


pany was allowed an ordinary loss 
than a capital loss when 
purchased in order to secure a 
supply of soy bean meal, proved worthless 
In Sicanoff Vegetable Oil Corporation, CCH 
Dec. 22,310, 27 TC 1056, a corporation, 


which 


st ck, which it 


source of 


never handled or processed any of 


the actual commodity, purchased and sold 
commodities and futures. It was held that 
its sales must be capital. Albert Kurtin, CCH 
Dec. 21,905, 26 TC 958 (1956) ruled that a 
of butter futures was de- 
ductible as an operating loss since the trans- 
operation and “an 
integral part” of the taxpayer’s business. 
An attempt to rely on the Bagley & Sewall 
case was thwarted in Lawrence v. O’Connell, 
56-2 ustc 7 10,070, 238 F. (2d) 476 (1956), 
where the taxpayer acquired a proxy for 
$50,000 which included a right to purchase 
the stock at nine sevenths of book value 
within six months of the stockholder’s death. 
The proxy was acquired to forestall a mer- 
ger inimical to the taxpayer’s interest, but 


loss from the sale 


action was a “hedging” 


this was not considered to change the loss 
on the option from a capital to an ordinary 
Faroll v. Jarecki, 56-1 ustc J 9367, 231 
F. (2d) 281 (CA-7), cert. den., 352 U. S. 
830, refused to apply the Corn Products rule 
unless the futures transaction was a hedge 
by a company engaged in using the product 
covered by the future. See also Flora v. 
U. 3.4 562 {7 9848, 142 F. Supp. 602 


(DC Wyo.) 


Other 
above illustrate the problems. 


loss. 


USTC 


cases could be discussed, but the 


If we briefly examine the theory of the 
statute and regulations and carefully dis- 
tinguish the cases, it is believed that we can 
work out a consistent set of rules which 
do not do violence to our usual taxation 
concepts, yet which provide adequate scope 
within which to meet the legitimate needs 
of business. 


The statute (1954 Code Section 1221, and 
1939 Code Section 117) 
is very clear in its plan that all property 
not excluded by the statute is a capital as- 
set, and Regulations Section 1.1221-1 makes 
it even more specific that “The term ‘capi- 
includes all classes of property 
not specifically excluded by 1221.” 


the same is true of 


tal assets’ 
section 
Che exclusions are most specific 


(a) “stock in trade;” 


(b) “other property of a kind which would 
properly be included in the inventory;” 


held by the taxpayer pri- 
marily for sale to customers in the ordinary 


(c) “property 


business;” 


course of his trade or 


busi 
is subject to the 


used in his trade or 


of a character which 


depreciation;’ 


(d) “property 
ness, 


allowance for 





4H. Rept. 704, 73d Cong., 2d Sess., p. 31 
(1934), stating that Sec. 117 was intended to de- 
fine a capital asset as ‘‘all property, except as 
specifically excluded.'’ Code Sec. 165(f) (1939 
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Code Sec. 23(g)) provides that ‘‘losses from 
sales or exchanges of capital shall be 
allowed only to the extent provided in sections 
1211 and 1212.’ 


assets 
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consultants, Ithaca, New York, 

is also a professor of 

taxation at Cornell Law School. 


(e) literary and similar property produced 
by the efforts of taxpayer; 

(f) accounts receivable acquired in the 
ordinary course of business; 

(g) short-term government obligations 


issued at a discount 
The following rules and interpretations 


suggested for items 
which come within the general definition of 


are, therefore, those 
capital assets but have some relation to the 
trade or business of the taxpayer: 

(1) The Corn Products rule should be re- 
stricted to assets acquired to protect “in- 
ventory,” “stock in trade” or property held 
for ordinary sale to customers. Exclusion 
categories (a), (b) and (c) above do make 
the question whether an asset is a “capital” 
one depend not on the nature of the article, 
but on its relation to the business function. 
Corn futures are like future orders or con- 
tracts for future delivery of items which 
the company would sell in the ordinary 
course of business. The Supreme Court 
decision was necessary to eliminate a too- 
tight definition of “hedging.” Previously, a 
“hedge” was deductible as an ordinary ex- 
pense only if it was a “true hedge” against 
both Corn 
Products recognized the need to allow the 
deduction if the protection was against etther. 
This does not create a new concept outside 
Code Sections 1221 and 1233, but merely 
interprets the present exclusions under the 


. . . 5 
increase or decrease in price. 





5G. C. M. 17322, XV-2 CB 151 (1936); Rich 
& Rippe, ‘‘Tax Aspects of Commodity Futures 
Transactions with a Business Purpose,’’ 2 Tax 
Law Review 541 (1947); Commissioner v. Farm- 
ers & Ginners Cotton Oil Company, 41-2 ust 
{ 9523, 120 F. (2d) 772 (CCA-5), cert. den., 314 
U. S. 683; Trenton Cotton Oil Company v. Com- 
missioner, 45-1 vustc {§ 9163, 147 F. (2d) 33 
(CCA-6); Estate of Makransky, CCH Dec. 
14,661, 5 TC 397, 46-1 ustc § 9195, 154 F. (2d) 58 
(CCA-3); Stewart Silk Corporation, CCH Dec 
15,961, 9 TC 174 (1947); Kenneth S. Battelle, 
CCH Dec. 12,557, 47 BTA 117 (1942); Ben Grote, 
CCH Dec. 10,988, 41 BTA 247 (1940); 1954 Code 
Sec. 1233(a); H. Rept. 1337, 83d Cong., 2d Sess., 
p. A278. 

* Fackler v. Commissioner, 43-1 vustc { 9270, 
133 F. (2d) 509 (CCA-6); Hollis v. U. 8., 54-1 
ustc § 9349, 121 F. Supp. 191 (DC Ohio); Estate 
of Ferber, CCH Dec. 20,321, 22 TC 261 (1954); 
W. R. Stephens Company v. Commissioner, 52-2 
ustc { 9535, 199 F. (2d) 665 (CA-8). 

A similar distinction is recognized in Code 
Sec. 1236 between securities held by a security 
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rule of the Court that “the definition of a 
capital asset must be narrowly applied and 
its exclusions interpreted broadly.” 

(2) This would still leave intact the long- 
established rule that items may fall within 
the exclusions (a), (b) or (c) above if re- 
lated to a trade or business but be capital 
assets if they are not so related.® 

(3) The Corn Products rule should not be 
expanded further to all otherwise capital 
transactions or assets which “constitute an 
integral part of its manufacturing business.” 
This was a reason given for considering a 
“hedge” as within the exclusions, not an 
independent category. 

(4) The cases should not be taken as 
engrafting onto Code Section 1221 a dis- 
tinction between “investment” and “non- 
investment” intent. Section 1221 sets up its 
own standard—an objective rather than sub- 
jective one—as to whether the items are for 
normal sale in business. 

(5) Even stocks and other securities may 
be bought so as to assure a source of in- 
ventory or supply, and it is not too great 
a stretch of the statutory exclusion to treat 
losses in these transactions as inventory 
expenses." 

(6) So, also, a taxpayer who purchases 
securities as the means of paying for adver- 
tising, settling a liability or discharging a 
contract may have a deductible expense at 
the time of purchase as distinguished from 
a capital expenditure, so as not later to 
raise the question of “capital assets.” * 

(7) On the other hand, where the pur- 
chase is to acquire a long-term (capital) 
right, such as an exclusive agency or a fai 
concession, the investment in securities can- 
not be considered an “expense,” and being 





dealer for sale and those held for personal in- 
vestment. 

7 Typical of this kind of case is Western Wine 
& Liquor Company, CCH Dec. 19,207, 18 TC 
1090, app. dism'd, 205 F. (2d) 420 (CA-8): S. 8S 
Pierce Company v. U, 8., cited above; Tulane 
Hardwood Lumber Company v. Commissioner, 
cited above; Viola M. Todd v. U. 8S., cited above 
Cases like McGhee Upholstery Company, CCH 
Dec. 20,060(M), 12 TCM 1455, would be out of 
line with this rule. 

5’ Helvering v. Community Bond & Mortgage 
Corporation, 35-1 ustc { 9054, 74 F. (2d) 727 
(CCA-2); Commissioner v. The Hub, Inc., 4 
ustc § 1206, 68 F. (2d) 39 (CCA-4, 1934): 
Pressed Steel Car Company, CCH Dec. 19,616, 20 
TC 198 (1953). The case of U. 8S. v. Anderson, 
Clayton & Company, 55-2 ustc § 9747, 350 U. S 
55, which is sometimes cited as being similar to 
the Corn Products case, might be considered to 
fall in this category (though I do not think it 
posed any issue in this area). 
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related to a long-term rather than an ordi 
nary expense must be viewed as “capital.” 
This explains both the Exposition Souvenir 
Corporation case and the Logan and Kana 
wha Coal difficult t 
Sewall decision 
(8) Finally, the Bagley & Sewall type of 
fitted into this same pattern, 
without doing violence to capital asset con 
cepts, and satisfy both the 
minority views in the case 


gories (6) and 


which 
reconcile in the Bagley & 


case, were so 


case can be 


majority and 
Just as in cate- 
find that the 
purchase of an item may give rise to a busi 


(7) above we 


ness expense, so we should be able to view 
any other point in the transaction as giving 
rise to a deductible bu expense. In 
the Bagley « l had 


Sewall 
been bought and deposited as security for 


siness 


case, secu! ities 


contract; when they 
were returned as released from the contract, 
ye which had already resulted 
in a loss or expense (the court nearly recog 

nized this by analogy to a surety bond pre 

mium) of about $35,000. This erpense should 
tl be all 


tnen 
The assets (bonds) still remained “capita! 


assets,” but the k 


the performance of a 


it was the pled 


wed as a business expens¢ 


ss caused an adjustment 
a new, lower 
an amount 
there will still be a 


to their base and resulted in 


When they 


new 


base are then sold at 


equal to the base, 


capital sale but there will be neither gain 
The 
cutting down the specious argument of the 
lax Court, cited above, that the 


exclusions of 1939 Code 


nor loss circuit court was right in 


bonds fell 
within one of tl 
Section 117 


tomers in the or 


(pro ty | >| rr sale to cus 
trade 
business); but it was wrong in erecting 
“business, m 


wn specious catalogue 


beyond those listed in 
Both 


fictitious. The 


capital” assets, 


statutory exclusions arguments at! 


equally statute recognizes 


only two categories—capital and noncapital 


assets. 


+ 


It is believed that lawyers and account 


ants can legitimately within the 
above rules to 
those transactions which are 
without bringing every 
no-man’s-land argument where 
set may not be a capital asset on the 
of some ill-defined “intent.” The 
gested above require the taxpayer to deter- 


hich he 


operate 
treat as business expenses 
truly such, 
transaction into a 
a capital as 
basis 
rules sug 
mine and substantiate the 
has a business expense 
as such at that time 


Che 


tered choice or an aft 


door is not thu 


NONTAXABLE VETERANS’ BENEFITS 


Veterans 
benefits are tax fre 


reported on 1957 


Although payments for 
\dministration 
' 


and need not be 


federal income tax returns, interest 
earned on GI life insurance dividends 
left on deposit with the VA is not a 
“benefit” and ts taxable. 

Still tax free are the proceeds ota 
GI life insurance policy, including the 
dividends themselves. 

Other VA benefits which need not 
be reported on federal income tax re- 


turns include 


(1) Education and training allow 
ances for veterans of the Korean con 
flict period who are in 
training establishments 
Korean GI Bill; 

(2) Subsistence allowances paid to 
World War II veterans training under 
World War II GI Bill; 


school o1 


under he 


the original 


*In Heposition Souvenir Corporation v. Com- 
missioner, 47-2 ustc {§9318, 163 F. (2d) 283 
(CCA-2), a corporation was required to purchase 
World Fair debentures in order to get a con- 
cession The later loss on the sale was held 


New Concept of Business Asset? 


made to 


W at [I al 1 K 


(3) Subsistence payments 


disabled World 


il 


ei 
conflict veterans training under Publi 


Law 16, the \ ocat ni habilitat 


Disability comp 


payments receive 


tor service-connected 
connected disabilities; 
(5) Grants to seriously 
f or homes desigt 
chair living”; 

(0) Grants tor n 
have 
the use of their limbs; 

(7) World War I 
retirement pay; 
(8) Death 


deceased veterans 


veterans who 


cers’ 
families ot 


These include death 


benefits te 


compensation and pensions, indemnity 


and all GI insurance payn 


ients 


to be a capital loss In Logan and Kanawha 
Coal Company, CCH Dec. 14,890, 5 TC 1298 
(1945), a coal dealer bought stock in a supplier 
in order to get an exclusive sales contract 
on a later resale was a capital loss 


Loss 
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Income Tax Concessions to Private 


In the April, 1957 issue of TAXES, Mr. Kust wrote on 
the subject of ‘Income Tax Problems of Selling Goods and Licensing 


in India.”’ 


In the present article, he discusses two sides of the 


income tax coin. In attempting to spur on the economic development of the 
country, the Indian Government has shown special tax 

consideration to foreign private investment and technical assistance. 

However, certain recent special and surprising tax measures have been 

enacted by Parliament which may have detrimental effects on private investment. 


a. HE Indian five-year plans assign a sig- 
nificant and important role to private 
enterprise in the economic development of 
the country. It is the policy of the Govern- 
ment of India (GOI), therefore, to provide 
climate for private investment 
It comes as a surprise to most 


a iavorable 
in India 
Americans, in the light of pronouncements 
Mr. Nehru and other Congress Party 
politicians in favor of a pattern 
to learn that in many ways the 
law of India is more favorable 
investment than is our own fed- 
tax. Moreover, the Taxation 
Enquiry Commission made a number of 
recommendations in 1955, one of which-— 
the development rebate—has already been 
enacted by Parliament, on tax incentives for 
industrial undertakings. 


by 
socialistic 
of SOC ie ty, 
tax 
to private 


mcome 


eral income 


new 

Unfortunately this favorable trend has 
been overshadowed by the difficult straits 
in which India finds itself in financing its 
ambitious second five-year plan. This situ- 
the Finance Minister 
quest, and Parliament to enact during the 


ation caused to re- 


past vear, special and surprising tax meas 
ures which may have detrimental effects on 
private investment. 

Yet at the there 
hav e de ve lope d 
the of 


toward 


time appears to 
a more receptive attitude 
the Government of India 
foreign private investment. Indi- 
cations are that it may soon take positive 
») encourage foreign private invest- 


same 


on part 


steps te 


ment and technical assistance, especially 
from America. 

It is the purpose of this article to discuss 
these favorable and unfavorable provisions 
for private investment in the Indian Income- 
tax Act. It should be noted at the start 
that there is no discrimination against for- 
eign private investment in the Indian In- 
come-tax Act. Any granted 
domestic private investment is equally appli- 
cable to an American enterprise operating 
or planning to undertake investment in India. 


concession 


Depreciation Allowances 
The 


Indian Income-tax Act provides 
extremely liberal depreciation allowances 
for new investment. The rate of write-off 
on such assets exceeds the accelerated de- 
preciation provided in Section 167(b) of the 
Internal Revenue Code of 1954. 

There is first the normal depreciation of 
buildings, plant, machinery and furniture.’ 
This based upon the useful life of the 
asset. Rule 8 prescribes different percent- 


1S 


ages of depreciation allowances for different 
of In certain the 
assessee is permitted to use a group rate 
for his entire plant and machinery.’ 


classes assets cases 


The normal depreciation is computed on 
the of the “written-down value” 
the asset or group of assets." The rate pre- 
scribed in Rule 8 the assets taken 
against original cost less depreciation allow- 
ance in prior taxable years, if any, for the 


basis of 


for is 





1See 10(2)(vi) of Indian Income-tax Act of others. See Rule 8, The Indian Income-tax 


1922, as amended. 

2 For example: rice mills, 9 per cent; paper 
mills, 10 per cent; cement works, 10 per cent: 
brick kilns, 10 per cent; rubber-goods factory, 
12 per cent; silk factory, 12 per cent; and 
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Rules, 1922, as amended. 

’The only exception is the case of ocean- 
going ships where the prescribed percentage of 
depreciation allowance is calculated on original 
cost throughout 
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By MATTHEW J. KUST 


This is analogous to 
the declining-balance method now optional 
under the United States income tax \ 
“balancing # permitted 
the asset is sold or scrapped in the amount 


current taxable year. 


allowance” is when 


of the difference between the written-down 
scrap value, in 

If the latter 
added to the 
taxable income of the assessee, except for 
any amount that 


cost of the asset.’ 


value and the sale price o1 
the event the latter is lower.* 
is higher, the difference is 
exceed the original 
Compulsory acquisition 


may 


of an asset by the government is not re 


garded as a sale, and any excess of the 
compensation received over the written-down 


value is free of income tax liability. 


Bias - 
Additional depre 


ciation equal to the normal 
rate for such period of five 
years is permitted on new buildings, plant 
and constructed and_ installed 
during the period April 1, 1948, to March 
31, 1959." It is to be noted that this provi 
sion does not apply to furniture. 


assets for a 


machinery 


The meaning of plant and machinery may 


hat 


be somewhat confusing to American tax 


practitioners and officials. The 
act, with the exception of defining “plant” 
appa- 


does not 


corporate 


to include vehicles, books, scientific 
instruments,” 
plant and ma 
have added 


held that 


ratus and surgical 


clarify what is covered by 


courts some 


chinery. Vhe 


clarification.” It was corporate 


*Sec. 10(2)(vii) of Indian Income-tax Act of 
1922, as amended 

5 There is no provision in the Indian Income- 
tax Act analogous to Sec 231 of the 1954 
Code which permits such gains to be treated as 
capital gains. The excess, if any, over original 
cost is, however, considered a capital receipt 
and now taxable under new capital gains tax 
enacted in December, 1956 

6 Calcutta Electric Supply Corporation v. CIT, 
(1951) 19 ITR 406 

7 Sec. 10(2)(vi-a) of Indian Income-tax Act of 
1922, as amended. This clause was enacted in 
Sec. 11 of the Taxation Laws (Extension to 
Merged States and Amendment) Act of 1949 
It was originally limited to assessments, during 
the period April 1, 1948 to March 31, 1954. This 
was extended for another five years to March 
31, 1959 in Sec. 8 of the Indian Income-tax 
(Amendment) Act of 1953 
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Investment in India 


Neither are 
Che deter- 
mination in any given case must to a large 


securities are not depreciable.” 
animals or the human body 
extent depend upon the special facts of that 
case.” Rule 8 c 
acceptable for the 
by the Central Board of 
but it would that 

asset from that list should not preclude the 


t 


ntains a long lis 


deprecik t 


seem omission 


from a depreciation allowance for 


assessee | 


an asset covered by tl neaning ot plant 


and machinery in the act 

Act of 
additional 

was permitted in the 


od to write off 


Prior to its repeal | ‘inance 
1955, the assessee, 
depreciation allowance, 
last year of the five-y 
the amount of the t , if any, 


) between 
the written-down value of the 


asset 


basis of its market 
period and its or 


Che object of t 
to eliminate any 
expectations o 
capital goods 
tion Enquiry 
tion that this 

= 


depreciation al 


An ext 
per cent ol 


id machin 


§ Sec. 10(5) of Indian Income 
as amended 

*Punjab National Bank, 
184 

‘Cf. Dumbarton 
ITC 147 

"Cf. Norman v. Golder, (1945) 13 ITR Suppl 
21 The Indian Income-tax Act, Sec. 10(2) (viii) 
however, provide for a deduction to the 
extent of the differen between the 
cost of the animals and the 
realized for the carcasses or otherwise “In 
respect to animals used for purposes of the 
business, profession or vocation otherwise than 
stock in trade and have died or became perma- 
nently useless for such purposes.’ 

Corporation of Calcutta 1 
nicipality, A. I. R., 1922 P. C. 27 

8% Report of the Taxation Enquiry 
sion, 1953-54, Vol. II, p. 79 


Ltd. v. CIT, 
Harbor 


B ard 


does, 
original 
amount, if any, 


Cassipore Mu- 


Commis 
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administrative sanction under Rule 8. An 
extra shift 
normal depreciation 

who worked 


the five-year 


allowance of 100 per cent of 
Was permitted an as- 
three shifts per day 
period commencing 
1948-1949. The 
uift allowance has apparently been 
to expire for the time being. 


Ul assessment 


year 


triple si 


all wed 


An initial depreciation allowance of 10 pet 
new buildings, and 20 per cent for 

and machinery erected and in- 
stalled du period April 1, 1945, to 
March 31, 1956, is provided but only in the 
assessment year during which the buildings, 
plant and machinery were constructed and 
installed.’ 
In the 


~ which is 


ig the 


It is not a recurring deduction. 
new buildings, the erection 
begun and completed during 
April 1, 1946, to March 31, 1956, 
initial depreciation allowance was raised 

15 per The initial depreciation 

ywance was allowed to expire in favor of 

development rebate which will be dis 
cussed next 


case of! 


he I eriod 


cent.* 


lhe initial depreciation allowance is not 
taken into account in calculating the written- 
down value, thus affording additional accel 
eration of the depreciation allowance. All 
allowances, however, must be 
determining the 


the other 
deducte d for 


written-down 


purposes ot 


value. 


All the foregoing depreciation allowances 
are cumulative, but they cannot exceed the 
original cost of the The net effect 
of the various allowances is to provide for 
greatly 


asset. 


accelerated new 


Provision is also made for un- 


depreciation of 
investment 
limited carry-over of unutilized depreciation 
allowance so that there is no loss of benefit 
assessee’s taxable 


in Cé tne income 1s 


sufficient in absorb the fast 


write-off." 


any year to 


Development Rebate 


In the Finance Act of 1955, the Indian 
Parliament enacted the development rebate, 
in lieu of the initial depreciation allowance, 
permitting a deduction to the extent ot 
25 per cent of the actual cost of investment 
in new plant and machinery installed after 
March 31, 1954.% The development rebate 
is permitted in the year of installation of 
the new plant and machinery. Unlike the 
initial depreciation allowance, the develop 
ment rebate is granted in addition to the 
other depreciation allowances. In effect, it 
permits the assessee to depreciate new plant 
and machinery at 125 per cent of cost, secur 
ing thereby a substantial investment subsidy 
from the government 


The development rebate was enacted pur 
suant to recommendation of the 
Enquiry Commission.” The 
felt that additional incentives were required 
in the tax system, in view of the high rates 
of income taxation, to stimulate expansion 
and development of productive enterprise 
It recommended, however, that the develop- 
ment rebate be limited to selected industries 
broadly described as “producers’ goods and 


Taxatior 
commission 


capital goods” industries. It suggested that 
an appropriate governmental agency not 
concerned with tax administration, such as 
the Planning Commission, be authorized to 
draw up the list of industries entitled to 
the rebate on the basis of this criteria. In 
enacting the development rebate, however, 
Parliament did not place any limit on its 
application to certain industries, apparently 
on the grounds of difficulty of administration 


The commission was greatly concerned 
about possible abuse of the tax concession 
afforded by rebate.” It 
wanted any such provision carefully circum 
scribed to apply only to 
and to 
which 


the development 


new and 


such 


plant 
exclude 
could be 


business 


machinery assets as 


motor cars used for pri 
purposes, The 
that the plant 
and machinery must be “new” and “wholly 


used for the 


vate as well as 


restrictions by Parliament 


purposes of the business car 





™% Rule 8, The Indian Income-tax Rules, 1922, 
as amended 

6 Sec 10(2) (vi) (a) (b) (ce), 
tax Act of 1922, as amended. This provision 
had no terminal date until March 31, 1956, 
when it was inserted by the Finance Act of 
1956 as part of the change-over to the develop- 
ment rebate, discussed in the text 

% This provision was originally limited up to 
March 31, 1952 The terminal date was ex- 
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tended to March 31, 1954, 
Act of 1953 and to 
Finance Act of 1954. 
7 Sec. 10(2)(vi)(b), Indian Income-tax Act of 
1922, as amended. 
1% Sec. 10(2)(vi-b), 
1922, as amended. 
”% See report cited at footnote 13, at p. 99 
* See report cited at footnote 13, at p. 100 
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March 31, 1956, by the 


Indian Income-tax Act of 
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assessee were 
out this recommendation 


development rebate and depreciatior 


ian income tax provide 


+} 


50 per 
machinery with a useful 
ars which is worked two sl 
taxable inci 


icome-tax Act 


income id 


rl 
ri 
Tl 


) T 
= 5 
ad 


as 

ernment may, by notification 

(razette, pecil it reference to 
ndertaking 


ts are tax free 


business 
ransfer to 


was be ing 


ten or more workers 
ing process carried on with 
employs 20 or more work 


ocess carried on W 


Iment of Section 154 


(Amendment) Act ot 


15C, Indian Income-tax Act of 1922, 
is amended This provision was enacted by 
Sec. 13 of the Taxation Laws (Extension to 
Merged States and Amendment) Act of 1949 and 
originally limited to new industries established 
prior to April 1, 1951 The terminal date was 
extended to April 1 S44. by the Incometax 
(Amendment) Act of 1953 and to April 1, 1956 
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or such further ri 

ment may by notificat 
specify with reference 
trial undertaking” by 
It was again extend 
the quoted proviso by 
Tna 


22 Sec. 15C(4 In¢ 


as amended 





Oi capital employed in an undertaking for 
purposes of Section 15C,” which help to 
] calculation of the capital 


clarity the em- 
ployed, but leaves many matters unclear.” 


The rules, except by implication in some 
instances, do not specify what assets of the 
business are includable-in “capital employed.” 
Assets entitled to depreciation appear eli- 
Thus buildings, plant, machinery 
and furniture would be includable. There 
not entitled to 
depreciation under the Indian income tax. 
Reference is also made to debts due to the 
business, which should embrace such assets 
Cash 
apparently eligible if needed for purposes 


gible. 


is also reference to assets 


as accounts receivable. balances are 


of the business. On the basis of this vague 
guidance, most assessees can probably com- 
pute satisfactorily their capital 
employed In the end, the matter has to 
be negotiated with the income tax officer 

provision in the rules for 


reasonably 


in case of disagreement 


igible assets, if entitled to deprecia- 

re includable in “capital employed” at 
written value at the start of the 
computation period if acquired prior thereto, 
and at their average cost during the period? 
if acquired after commencement of the 
pe riod. Nondepreciable assets are to be 
included and 
age cost, if acquired during, the com- 
putation period. Average cost is defined as 
rtion of the actual cost as the 

the computation period 
the asset is used in the busi- 
to the total number of days in 
[he computation period is the 
year, or fraction thereof, for 
industrial undertaking is 
) the exemption under Section 15C 


-down 


at cost, if acquired prior to, 


at ave! 


f days of 


new 


debts due to the enter- 
at their nominal amounts 
must taken 
calculating of capital em 


Assets which are 
prise are ll cludable 


Profits or 


account in the 


losses also be into 


the basis that they accrued at 


rate throughout the computation 
that borrowed 
due 
tracted in computing capital employed 

Unfe 


been very 


clear 


taxes 


S ore any 


money or income must be sub- 


this tax exemption has 


ineffective in practice because it 


rtunately, 


23 Notification No. 98, dated October 15, 1949 

** See report cited at footnote 13, at p. 101 
The commission found that the number of 
assessees receiving the exemption and the in- 
come exempt under Sec. 15C during its early 
years was as follows 
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applies to profits only after the liberal de 
preciation allowances and development re- 
bate permitted by the act are deducted from 
profits, which add up to nearly 80 to 85 per 
cent of the cost of plant and machinery 
during the first five years of a new con 
cern.“ Its limited scope of operation is 
perhaps the explanation of the lack of clari- 
fication of some of its finer aspects. 

The Taxation Enquiry Commission felt, 
however, that the principle embodied in 
Section 15C could provide a powerful in- 
vestment incentive if it led to some actual 
exemption from tax of profits from the new 
enterprise. It recommended that industries 
of special importance, but not all new indus 
tries, 


be granted a complete exemption from 


tax for a period of six years.” Thereafter 
such industries should be entitled to the 
existing additional depreciation for a period 
of five They should entitled 
to the development instead of the 
tax exemption if it 
This could be the 
the new enterprise fell short of the 
ment 1 


years. also be 


rebate 


proved more beneficial 


case where the pronts ot! 
develop 
rebate during the first six years, so 
that the excess of the development rebate 
could be l i 


deducted against 
ceeding years. 


profits of suc- 
P ment h 7 
arliament has not yet acted 


on this recommendation 


Waiver of Supertax on Dividends 
from Indian Companies 
Engaged in Specified Industries 


Under Section 56A of the Indian Income- 
tax Act, which was inserted by the Finance 
Act of 1953, dividends received by a 
pany from an Indian company are exempt 


from supertax, provided 


com- 


(a) The Indian company 
registered after March 31, 


(b) The 


mainly engaged in any 


] 
Indian col 


industries 
(1) coal, including coke 
iron and steel; 


fuel, ke rosene, 
oils (not being oil 


motor and aviation 
crude oils and synthetic 
exploration); 


(4) heavy chemicals, including fertilizers; 


(5) heavy machinery used in industry, in 


cluding ball and roller bearings and gear 
Assessees Income 
1950-1951 27 Rs.* 7,55, 295 
1951-1952 91 Rs. 3,41.666 
1952-1953 118 Rs. 8,57 
A rupee is equivalent to USA 21 cents 
*> See report cited at footnote 13, at pp 
100-102 
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wheels and parts thereof, boilers and levelopment 

generating equipment; rebate. Thus, Section 5 hz wide area 
(6) machinery and equipment for th of operation 

generation, transmission and distribution of Section 56A applic ( ‘ry company 

electric energy; defined by the act 1 not limited 


(7) nonferrous metals, including alloys; Indian companies, although the investme 


(8) paper, including newsprint and paper t be in ar 1 con ngag 
board; ( r r f th pec 1 indu 


ed in 
ustries 
(9) internal combustion engines: nus, any net -orporati which 1s 


(10) power-driven pumps; 


automobiles; 





Rebate and Supertax on Dividends 
to Stimulate Retention of Corporate Profits 


*% Items (11) t (20) were added by Sec q See Finance 
Finance Act of 1955 t. A, Sec. BCi 
27See report cited at footnote 
167-168 
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Retained earnings were calculated as e 
Ret | Iculated th 
the company’s total income, re- 
uced by seven annas in the rupee an € 
1 1 by in the rupee and the 
amount, if exempt from income tax, 
over the amount of dividends declared 
during the assessment year.” 


excess ol! 


any, 


Two other requirements were prescribed 
for the rebate. Only companies in which 
the public is wholly or mainly interested 
were eligible for the rebate. A company in 
which the public is wholly or mainly inter- 
ested is defined generally as a company the 
shares of which are traded publicly on an 
otherwise and which is not 
controlled by six or less persons.” 


exchange or 


Furthermore, only companies that made 
the prescribed arrangements for the decla- 
ration and payment within India of dividends 
payable out of such profits and deduction 
4f supertax from such dividends qualified 
for the rebate. Since American corporations 
find it disadvantageous to comply 
with this provision, it would preclude them 
from the But similar considerations 
would nvolved in the 
Indian subsidiary of an American corporation 


would 


rebate 
not be case of an 

In order to protect the government against 
declaration of a dividend from the retained 
profits for which a rebate was granted in 
a subsequent year, it was provided that in 
any when the dividend declared ex- 
total income, as reduced by 
seven annas in the rupee and by the amount, 
if any, exempt from income tax, such “ex- 
cess dividend” 


year 


ceeded the 


would be taxed at five annas 
per rupee, less the tax already paid on such 
profits. 

The rebate 
in effect, 


for undistributed profits was, 
a tax deferment designed to stim- 
ulate reinvestment of profits. This rebate 
was abolished by the Act of 1956 
supertax on the distri- 
bution of profits in excess of 6 per cent on 
paid-up capital.” In other words, the GOI 
has resorted to penalty instead of incentive 
for stimulating retention of corporate earn- 
ings in the enterprise. As the latter scheme 
stands in the Act of 1956, the 
supertax is graduated in two steps varying 
with the amount of the dividend paid, 
thereby giving it greater flexibility Che 
new supertax on dividends will be discussed 
in greater de tail below. 


Finance 


and replaced by a 


Finance 


Tax Exemption of Salaries 
of Foreign Technicians 


Pursuant to recommendation of the Taxa- 
tion Enquiry Commission, India now grants 
a limited exemption from both income and 
supertax to foreign technicians. The com- 
mission considered such tax incentive neces- 
sary in view of India’s need for technical 
assistance from abroad for the industriali- 
zation of the country.” Parliament enacted 
the recommendation promptly in the Finance 
Act of 1955.* 

A foreign technician contract of 
service is approved by the GOI is exempt 
from tax during the financial year of his 
arrival in India and the two following finan- 
A foreign technician whose con- 
tract of service is not so approved is exempt 


whose 


cial years. 


from tax in the financial year of his arrival 
in India and the following financial 
but only to the extent of 365 days 


year, 


A “technician” is defined as “a person 
having specialized knowledge in industrial 
arts and services and having experience in 
industrial practice who is employed in India 
in a capacity in which such specialized knowl 
edge and experience are actually utilized.” 
this 
who 


Indian citizens excluded from 
exemption; foreign technicians 
resident in India in any of the 
tax years immediately preceding the 


of arrival in India. 


are 
also, 
were four 


year 


This provides an important concession to 
both domestic and foreign private invest 
ment in India. Since personal income tax 
rates in India exceed the United States 
rates by about one third in the salary level 
of foreign technical personnel, most tech 
nicians require that the employer compen- 
sate him, at least, for this differential. In 
many cases, foreign technicians require that 
the employer pay their foreign taxes. Waiver 
of income tax on foreign technicians, there- 
fore, reduces the initial cost of investment 
in new industrial undertakings. 


In the case of American technicians who 
go to India for 17 months or take up resi 
India during their employment, 
this waiver enables them to work in 


dence in 
India 
free of both American and Indian taxes for 


the limited period prescribed. 





* The rupee contained 16 annas prior to April 
1, 1957. On that date India adopted the decimal 
system for its money and the rupee now con- 
tains 100 Naye Paise 

* Companies in which the public is not 
wholly or mainly interested are required to 
distribute at least 60 per cent of their earnings 
under Sec. 23A This is a provision designed 
to accomplish similar results as the personal 
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holding company 
Revenue Code 

“ Finance Act of 1956 
Sec. Dil) (b) 

*® See report cited at footnote 13, at p. 30 

®8 Sec. 4(3)(xiv-a), Indian Income-tax Act of 
1922, as amended 

* 1954 Code Sec 


provisions of the Internal 


First Schedule, Pt. II 
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Unfortunately, the United States and 
Indian exemptions do not exactly jibe. If 
an American enterprise sends a technician 
to India for less than 17 months, much of 
the Indian exemption will be negated by 
the United States tax. The Indian exemp- 
tion will be effective only to the extent of 
the excess in tax rates of the 
the United States income tax. 


Indian over 


Other Favorable and 
Unfavorable Reasons 


Several other provisions and features of 
the Indian income tax are favorable to pri- 


vate investment in India. 


carried forward 


and set off against profits of eight succeed- 


A provision for unlimited carry 


Business losses may be 
ing years. 
over of business losses enacted by 
Parliament in the Finance Act of 1955 pur 
suant to recommendation of the Taxation 
Enquiry Commission.” Prior thereto the 
carry-over of losses was limited to six years 
gut a Was reim 


posed by the Act of 1957 


Was 


restriction of eight years 


(No. 2) 


Finance 
Favorable treatment is accorded expendi- 
Current ex 


tures on scientific research 


contributions to scientific 


penditures and 


for scientific research 
colleges are deductible 
Capital expenditures, 


esearch associations or 
and 

in the year incurred. 
including th 
period prior to commencement of business, 


to universities 
se incurred during a three-year 


may be amortized over a five-year period 


The Finance (No. 2) Act of 1957 exempts, 
from income tax, interest payable on a for 
eign loan or a purchase on credit of capital 
plant and machinery abroad by an industrial 
undertaking in India, which is approved by 
this 


general or special order for 


by the central government.® 

At the 
features of the Indian income tax which are 
detrimental to private investment 
the depreciation of patents, 


purpose 


same time, there are a number of 


There is 
no provision for 


copyriz 


{ ts and premiums on leases 


Taxation Enquiry Commission recommended 
that 


intangible 


however, amortization of the cost 
allowed, 


Hit to 


such property be 


Parliament has not yet seen 


such provision.” 


The mining industry is not permitted 
l investment in 


wasting 


any allowance to 


assets. The Taxation Enquiry Commission 


24(2), Indian Income-tax Act of 1922 


8 Sec 
as amended 

* See report cited at 

7 Sec. 10(2)(xii-xiv) 
of 1922, as amended 


footnote 13, at p. 70 
Indian Income-tax Act 
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recommended allowance for amortization of 
all capital expenditures, such as capital ac 
quisition, exploration and development, in 
addition to buildings, 
machinery under 


cost « plant and 


permitted 
| 1 


It rejected proposals, however, 
allowances based on 


existing law 
for depletion 
value” or 
“percentage of gross profits” such as exist 
in the income tax laws of the United States 
and Canada.” Parliament has not yet 
on these recommendations 


“discovery 


acted 


Finance (No. 3) Act, 1956 


It is apparent 
that until 
on for private 


from the foregoing discus 
December, 1956, the situa 
India from 


extremely 


sions 


t 


+ 


investment in 
1e income-tax standpoint 
Moreover, India imposed no tax 


addi 


i 
I was 
favorable. 
on capital gains which provided an 
tional incentive to private investment 
Toward the November, 


became increasingly apparent that the finan 


end of 1956, it 


cial situation of the second five 


then well into its first year, 


rating rapidly. The plan was mad 
dependent on revenue surpluses, 
were revenue deficits of unexpectes 
tude instead, particular 


he degree of 


states. T 
began to look unreal 
Ing an in ole rable 

rose 50 per cent in 


December, 1956. 


The Finance Minister proposed, an 


liament enacted in December, 1956, 


tax measures wh 
private-investme! 
favorable 

First, the 
effective rett 
it is permanent 
feature of the I \ cap 
ital gains tax was enacted in 1947 but re 
1949 


pital 1! are t ) taxed 


as reimp¢ 

1956, 

ll 

very il 

7 Indian tax structure 

pealed again i1 \s far as corporations 

are conce¢ rned, Ca 

only at the norm cent 
hus, it is similar to the I | States 


mn capital gains 


ry e super 
; 


yt O per cent 
1 


Increased 
April 1, 
rebate for 
a supertax 


stimulate reinvestmen 


Sec Indian Income-tax Act of 


1999 


4(3) (xviib) 
as amended 
* See report cited at footnote 13, at pp. 60, 82 


* See report cited at footnote 13, at pp. 96-97 


121 





ings was already made in the Finance Act 
of 1956 in May, 1956. The rates were 
raised, however, in the December Finance 
Act, from two annas in the rupee (12% 
cent) on dividends paid in excess of 
6 per cent, but not in excess of 10 per cent, 
and to rates of 4 annas in the rupee (25 per 
cent) on dividends in excess of 10 per cent, 
but not in excess of 18 per cent, and 6 annas 
in the rupee per cent) on dividends 
in excess of 18 per cent. This supertax on 
dividends was in addition to the normal and 
regular supertax of 43.4 per cent on taxable 
But before 


per 


(37% 


income of an Indian company. 
these became effective, they were 
reduced to 10 per cent, 20 per cent and 
30 per cent, respectively, by the Finance 
(No. 2) Act of 1957. At the same time, the 
normal and regular supertax on Indian 
companies was raised to 51.5 per cent. 


rates 


The third measure was considered neces- 
sary as a corollary of the supertax on divi- 
lends. The Finance Minister feared that 
the supertax on dividends might result in 
the accumulation of earnings by corpora- 
tions without any productive investment or, 
perhaps, even undesirable investment from 
the standpoint of development plans. He, 
therefore, proposed, and Parliament enacted, 
a provision permitting the ITO to add back 
to taxable income the depreciation allow- 
and development 
above unless the company deposited with 
the government up to 75 per cent of re- 


ances rebate discussed 


tained current profits in excess of 1 lakh 
rupees ($21,000), and up to 25 per cent of 


past accumulated profits and reserves not 


representing fixed assets of the business 


These deposits may or may not carry in- 


terest and will be refundable in whole or 
in part to the company for business purposes 
approved by the government in furtherance 
of the objectives of the plan. In his presen- 
tation of the proposal to Parliament the 
Minister that his 
intention was to fix the deposit at 50 per 
The Min 
the deposit at 50 


per cent of current profits. 


Finance stated present 


cent of current profits. Finance 
ister subsequently fixed 
No percentage 
has yet been fixed for deposits of accumu- 
lated past earnings. Consequently, no such 
required to be made for the 
Also the Current Profits 
Deposit Rules have been published giving 
this The 
Act of further em 


deposit is 
current year 


details on 


(No. 2) 


further provision, 
1957 
15(d), The Wealth-tax Act, 1957 

5(1)(xx), The Wealth-tax Act, 1957. 
45(a), (b), (c), The Wealth-tax 


Finance 


“ Sec 

® Sec 

# Sec. 
1957. 
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powered the government to fix different 
percentages for different classes of companies. 


Wealth and Expenditure Taxes 


Minister re- 
protracted 


During 1957, the Finance 
quested, and Parliament after 
consideration enacted, two quite novel tax 
measures. These taxes among the 
recommendations for Indian tax reform by 
Nicholas Kaldor, Reader in Economics, 
University of Cambridge, to the Ministry 
of Finance in 1956. 


were 


The tax on personal expenditures imposed 
by the Expenditure-tax Act, 1957 will merely 
be mentioned does not effect 
directly investment in India. The tax will, 
of course, have profound effect on Amer 


here since it 


ican personnel residing in India and will, 
therefore, effect indirectly American trade 
and investment in the country Reliable 
sources indicate, however, that the GOI 
does not intend to enforce the expenditure 
the wealth tax) 
personnel, but it is 


rigidly against 
doubted that 
such intent will give Americans employed 


tax (and 


foreign 


in India much solace. 


The wealth tax, unfortunately, applies to 
companies at the flate rate of % of 1 per 
cent on the value of its assets in excess of 
rupees 5 lakhs ($105,000). The imposition 
of the wealth tax on companies was bitterly 
opposed and ended up with several salutory 


concessions. 


Companies established for new industrial 
undertakings in India are exempt from the 
This 
exemption extends to the shareholders dut 
ing the period of exemption.“ It is pat 
terned after the Section 15C exemption of 
the Income-tax Act 


wealth tax for a period of five years.” 


Banking, insurance and shipping compa 
nies are exempt.” Companies established 
private industrial enterprises in 
exempt.“ This 
applies to organizations like the Industrial 
Credit and Investment Corporation of India 
(ICIC) in which several American compa 


to finance 


India are also provision 


nies hold shares. 


The compulsory deposits of retained earn 
ings prescribed by the Income-tax Act are 
excluded from Shares held by 


a company in a subsidiary or other company 
“ 


the tax.‘ 


are not subject to the wealth tax 


** Sec. 45(c), The Wealth-tax Act, 1957. 
* Sec. 5(1)(xix), The Wealth-tax Act, 
# Sec. 5(2), The Wealth-tax Act, 1957. 
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loans or 


The 
industrial 


credits to Indian 


undertakings on 


foreign 
which interest 
was exempt from income tax by the Finance 
(No. 2) Act of 1957 are excluded from the 
wealth tax.” Assets outside India of non 
resident (and individuals) 
of course, not subject to the wealth tax.‘ 


companies are, 


8 


exclusions aré¢ 
wealth tax 
desirable 


and 
prevent the 
new and 


These exemptions 
intended to 


discouraging 


from 
private 
investment 


It is difficult to assess the meaning of 
these new provisions on private investment 
in India 


is to 


The objective is quite clear It 


stimulate corporate reinvestment of 


earnings in desirable productive investment 


and discourage unnecessary and even luxu- 


rious consumption of these earnings by the 


hol 


shareholders. This is, of course, a desirable 


economic adjective for an underdeveloped 


country launching ambitious economic de 


velopment plans 


What is more 


effect of these provisions on foreign private 


difficult to assess is the 
investment and technical assistance, which 
economic 
noted that the 
supertax on dividends is based on dividend 


are also desirable objectives of 


development It must be 


rates quite unfamiliar to American investors 
Dividends ranging from 10 per cent to 18 
United States 
of course, is understandable only in 

if the 


per cent are rare in the 
This, 
Indian economy where 
s are much higher than in ‘ 
Profit 


id dividend rates in excess of 18 per 


margins of 50 pet 


cent on paid-up capital are not uncommon, 
particularly in the export industries, in India 


American investors naturally require greater 


profit margins and dividends when they go 


abroad, particularly to underdeveloped coun 


ries, in view of the many risks, costs and 


involved. Whether the new tax 


obst icle Ss 


will operate to diminish these 


a point where it will dissuad 


American private investment in India re 


mains to be seen 


Future Outlook 


It is apparent from the foregoing discus- 
that 


consistent 


Indian planners are still groping 
, 


sion 
for a tax policy on 
general and 


investment in particular. The 


priv ate in 


vestment in foreign private 
various tax 
concessions are extended from time to time; 
some are permitted to lapse without clear 
rendered ineffective by 
others; and the entire effort 
by the need of more 


reason; some are 
is overshadowed 
revenue for the five- 
year plans. Throughout, however, there 
appears to be clear evidence of a re cogni 
tion of the importance of private investment 
for economic development and a tax policy 
to stimulate such private investment. What 
a rational, instead of the 


proble m 


is badly needed is 
piecemeal, approach to the 


Moreover, greater heed 


past 


various tax provisions and 


concession 
foreign private investment is 
the part of Indian 

1 


ly desirous of more 


planners they are 


genuine T¢ 
and 
hope of this in the more favorable 
developing in New Delhi 
private investment, particulat 
United States 


private 


technical assistance There is some 


climate 
toward foreigt 


from the 


The past vear brought sever: 1all con 


cessions to foreign private I 
as the exemption of interest on foreign loans 
and and 


ment to 


investment, suc 


whe - 
sales or macninery 


Indian 
Perhaps more 


credit equip 


industrial undertakings 


11 
oncessions Will 


follow 


It would 
; : ' 
future tax policy 1 India tow1ird private 
investment, domestic or foreign, particularly 
when such tax policy ly a part of the 


broader policy towar conomic develop 


ment of the country 


? | 
tainties and pitfalls 


its present uncer 
It may be concluded, 
however, that it 1 reasonabDie to expect 
planners t disposed 
private 


+} 
bot 


olicies so k ng as 


Indian 
toward 
foreign, in 


1 ‘ 


' 
economic development 


oO pursue 
democrati 


[The End] 


vit in 


framework 


During 1957 there were 4,940 suits, involving $230 million, filed against 
the United States. This is a considerable increase over the number 

filed in 1956. In that year 3,720 suits involved $219 million. Almost 
1,500 of the number of suits filed in 1957 involved claims for 

personal injury or property damage under the Federal Tort Claims Act. 


Sec. 6(ii), The Wealth-tax Act, 1957 
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*% Sec. 6(i), The Wealth-tax Act, 1957 





WASHINGTON TAX TALK 


The largest peacetime budget in history, calling for expenditures 
of almost $74 billion, is submitted to Congress by the President. 


The President 
budget message of the President was 
Congress on Monday, January 13. 
expenditures of almost $74 billion. 
was established for this huge 
budget by the President’s state-of-the-union 
week 


he called for action, 


Che climate 


message, delivered to Congress a 


earlier. In that message 


Because of world conditions brought 
about the Soviets’ continued re- 
jection of workable disarmament and their 
continued pri 
the 1959 


large ly by 


long-range missiles, 


contains the 


gress in 
budget 
recommendations: 

“(1) An immediate 
$1.3 billion in spending authority for the 
Department of Defense, and a further in- 
crease of $2.5 billion in 1959 over 1958, to 
be applied principally to accelerate missile 


following 


1958 of 


increase for 


procurement, to strengthen our nuclear re- 
talitory power, and to spur military research 
and development programs; 

“(2) A resulting increase of $2.8 billion 
in estimated 1959 expenditures over 1957 for 
missiles, nuclear armed or powered ships, 
atomic energy, research and development, 
science and education, plus a further provi- 
sion of $0.5 billion for defense purposes, if 
needed; in addition, authority to transfer 
up to $2 billion between military appropria- 
tions, in order to take prompt advantage of 
new developments; 

“(3) A billion in 1959 
expenditures below 1957 for other military 
arms and equipment and aircraft of declin- 
favor of the 


decrease of $1.5 


ing importance, in newer 


weapons, 

“(4) Curtailments, revisions, or elimina- 
tions of certain present civil programs, and 
deferments of previously recommended new 
in order to restrain nonmilitary 
spending in 1959 and to provide the basis 
for budgetary savings of several billion dol- 
lars annually within a few years; 
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(5) Continuation of present tax rates to 
help achieve a balanced budget in 1959.” 
The government is betting upon a con- 
tinued high level of economic activity and 
expansion to bring in even higher levels of 
receipts at present tax rates. Corporations 
will have to forego the tax reduction which 
was to go into effect in July of this year, 
and any reduction in excise taxes will also 
be passed over. Of the sum of $74.4 billion 
which must be through taxation, 
$38.5 billion will come from individuals, 
$20.4 billion from corporations, $9.3 billion 
from excise taxes and $6.2 billion from all 
other The largest part of the re- 
ceipts, $47.1 billion, will be spent for “pro- 
tection.” This is what the budget has to 
national security 


raised 


sources, 


say about expenditures 


‘Major National Security 


“New obligational authority recommended 
for major national security programs for 
1959 is $44.3 billion, compared to $41.0 bil- 
lion estimated for 1958 and $41.3 billion 
enacted for 1957. 

“Expenditures for these programs are 
estimated to be $45.8 billion in the fiscal 
year 1959, $1 billion more than in 1958 and 
$1.4 billion more than in 1957. Increases 
are anticipated for the military functions of 
the Department of Defense and for atomic 
energy development. Expenditures for mili- 
tary assistance and defense support will be 
about the same as in the current year, but 
appropriations will increase to finance the 
lead-time for newer-type weapons, Expendi- 
tures for the stockpiling of strategic and 
critical materials and for the defense pro- 
duction expansion program will decline. 

“Department of Defense, Military Func- 
tions.—To accelerate the adaptation of our 
defenses to changing conditions, a request 
for supplemental appropriations of $1.3 bil- 
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interest of the 
operating and 
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fiscal controls must accom- 


now estimated 


“Expenditures in 1958 are 
to be $38.9 billion compared with the origi- 
nal 1958 budget estimate of $38 billion. Esti 
mated expenditures for 1959 are $39.8 billion 
an increase of $0.9 billion over the current 
estimate for 1958, $1.3 billion higher than in 


1957, and $4 billion more than in 1956, 
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of the future. The longer range ballistic 
missiles—Atlas, Titan, Thor, Jupiter, Polaris 
—only one of which was beyond the techni- 
cal study stage 2% years ago, will account 
for nearly half of the missile program for 
1959. For the total missile program, about 
90% of the dollars planned for procurement 
in 1959 are for weapons which were not in 
production in operational quantities in 1955. 

“Most of the ships in the proposed 1959 
construction program are entirely new types 
not to be found in the 1955 shipbuilding list. 
These include guided missile destroyers and 
the first nuclear-powered frigate. The first 
three ballistic missile submarines for the 
fleet are included in the 1958 supplemental 
request 

“Fully half of the proposed 1959 program 
of military 
the Strategic Air Command and for weapons 
systems and equipment which will have been 
brought into operational use since 1955. 


construction is for facilities for 


“Research and the operation of facilities 
for research, development, and testing of 
missiles will take a much greater proportion 
of the ch and development budget in 
1959 than in 1955. In the 4 fiscal years 1956- 
59, roughly $20 billion of research and de- 
velopment, procurement, military personnel, 
and construction funds will have been pro- 
gramed for the research, development, test, 
and evaluation of new weapons systems to 
bring them to operational status. 


resear 


requiring greater emphasis 

Che budget provides funds for a still greater 
expansion of the swiftly progressing inter- 
continental and intermediate range ballistic 
The Jupiter and Thor 
intermediate range ballistic missiles are be- 
ing placed in production. Work on the Atlas 
intercontinental ballistic missile will be ac- 


“p 
Programs 


missile programs. 


celerated 


“Funds are also provided to speed up the 
operational availability of the Polaris inter- 
ballistic missile and the first 
this 


mediate range 
three submarines designed to employ 
weapon. 

“Expansion and further improvement of 
the continental defense early warning net- 
work will be undertaken and construction 
of a new ballistic missile detection system 


started, including the necessary facilities for 


North American 
Strategic Air 


with the 
Command and the 


communication 
Defense 
Command. 

“This budget includes funds for accelerat- 
ing the dispersal of Strategic Air Command 
aircraft to additional bases and for the con- 
struction of ‘alert’ facilities. The readiness 
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of these retaliatory forces must be measured 
in minutes, Not only must planes be kept 
constantly in the air, but also additional 
combat air crews must be able to take off 
almost instantly upon receipt of warning 
of an impending enemy attack. Takeoff 
time will be appreciably shortened by con- 
structing additional runways, fueling sta- 
tions, and quarters for the crews at the 
runway. Within the total appropriations for 
the fiscal years 1958 and 1959, about $0.5 
billion is provided for the dispersal and 
increased readiness of the Strategic Air 
Command. 


“Funds are provided for an expanded re- 
search and development effort on military 
satellites and other outer space vehicles, and 
on anti-missile missile systems, to be carried 
out directly under the Secretary of De- 
fense. An increase is also included for basic 
and applied research in other areas. 

“Antisubmarine warfare capabilities will 
be increased to counter potential enemy sub- 
marine threats. 


“While greater attention is given in this 
budget to the foregoing areas, conventional 
warfare capabilities of all the military serv- 
ices are also being improved. For example, 
funds are provided to initiate production of 
new models of small arms and ammunition, 
standardized for use by all members of the 
North Atlantic Treaty Organization. 

“Military and civilian pay—With the de- 
velopment of new weapons systems, the 
technical proficiency demanded of military 
personnel has increased tremendously. Per- 
sonnel trained at great expense in the operation 
and maintenance of these modern weapons 
must have greater incentives to remain in 
For 
ciency and for greater equity, the military 
pay system must be recast. Minimizing the 


service. present and long-range effi- 


present large turnover in military personnel 
will reduce the percentage of men in train- 
ing and add to the 
assigned to combat missions. 


percentage of men 

“The funds provided in this budget for 
military personnel are based on achieving 
these objectives and on making the changes 
in pay rates effective on July 1, 1958, The 
funds for the Department of Defense also 
include an allowance to cover its share of 
the cost of the revision in the pay structure 
for classified civilian 
mended in the general government section 


employees recom- 
of this message. 

“The revisions proposed are an adaptation 
of the principles recommended by the Ad- 


visory Committee on and 
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vent extravagance and wastefulness in 
operation and maintenance, The Depart- 
ment of Defense, in collaboration with the 
Treasury, Bureau of the Budget, and Gen- 
eral Accounting Office, is also engaged in 
improving financial management in the op- 
eration and maintenance activities and other 
areas. 

“The supply and distribution activities of 
the armed services must also be further 
streamlined. The Department of Defense 
is now making a comprehensive review of 
procurement practices and inventory man- 
agement. Emphasis is being placed upon 
techniques for coordinating defense supply 
that they will be oriented to sup- 
port adequately the increasing numbers of 
and avoid oversupply for 


systems so 


new 
older weapons 


weapons 


“In the interest of holding procurement 
costs to a minimum, I recommend that the 


Renegotiation Act be extended. 


“Development and control of atomic 
energy.—Expenditures by the Atomic Energy 
Commission in the fiscal year 1959 will in- 
crease to $2,550 million, $250 million more 
than estimated for 1958, which in turn was 
$310 million over 1957. These increases re- 
flect our determination both to increase the 
tempo of progress in achieving a greater 
nuclear mulitary capability and to press 
ahead in our successful development of the 
peaceful applications of atomic energy. 
“From year to year we have hoped that 
success would finally crown our efforts to 
reach an international agreement which 
would permit, if not general disarmament, 
at least some reduction in the production 
of nuclear armaments. Again we find our- 
selves in a situation that leaves us no choice 
but to test and produce further quantities 
of such armaments for the defense of the 
world The substantial increase in 

uranium concentrates and 
the expanded capacity of the Atomic Energy 
Commission’s production plants will result 
in greater production and larger operating 
expenditures in 1959, 


iree 
the availability of 


“During the last several years, the Atomic 
Energy Commission’s research and develop- 
ment in both peaceful and military appli- 
cations of atomic energy have grown rapidly 
to the highest levels ever attained, Con- 
tinuing emphasis will be given to basic re- 
search, and construction will continue on 
four additional high-energy particle ac- 
celerators in the multibillion electron-volt 
range 

“Applied 


tivities will 
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centrated on those aspects which appear 
most likely to result in reaching technical 
goals. In particular, there will be continuing 
emphasis on naval and other military nuclear 
propulsion reactors, and on the more promis- 
ing approaches to development of reactors 
to produce safe and economic electrical 
energy for civilian use. 

“Stockpiling and defense production ex- 
pansion.—Expenditures for stockpiling and 
expansion of defense production are esti- 
mated to be $565 million in 1958 and $422 
million in 1959. The stockpile objectives 
on all but a few scarce materials will be 
substantially completed under contracts now 
in force. In October 1957, an advisory com- 
mittee was established to work with the 
Office of Defense Mobilization on a study 
of stockpiling policies and programs in the 
light of current concepts of war and de- 
lense, 

“The Defense Production Act of 1950 has 
provided much of the basic authority re- 
quired to bring about needed expansion of 
production capacity, to provide controls over 
the use of scarce materials, and to initiate 
other measures essential to enhance our 
military strength. It should be extended 
another 2 years beyond its present expiration 
date of June 30, 1958. I do not now antici 
pate any specific new programs which will 
require financial assistance under this legis- 
lation, but accelerated research and develop- 
ment in certain military programs may 
require further expansion of production 
potentials for key materials, The authority 
to set priorities and allocate materials, cur- 
rently being used for critical materials for 
direct military and atomic energy procure- 
ment, will continue to be needed.” 


The Supreme Court 


By refusing to grant certiorari in six cases 
and denying a rehearing in another three, 
the Supreme Court has left the following 
rulings in effect: A mine operator is en- 
titled to a percentage depletion deduction 
based upon its gross income from cement 
(U. S. v. Dragon Cement Company, 57-1 ustc 
{ 9674). Certain chattel mortgage liens which 
antedate a lien of the United States for 
internal revenue taxes are entitled to be 
paid ahead of the government and the pay- 
ment of the balance of the taxes to the 
City of Dallas need not be made (Dallas, 
Texas v. Tubbs Manufacturing Company, Inc., 
57-2 ustc J 9803). A Tennessee corporation, 
which is engaged in the businesss of leasing 
its trucks to another corporation within the 
state and which uses the trucks in the course 
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The House Ways and Means Committee, under its new chairman, Representative 


Wilbur Mills, right, began five weeks 
January 7. The hearings will be on 
tax laws, but there seems to be little 
will lead to major changes in the tax 
Left to right: 


Representatives Aime J. 


of public hearings on 

the basic policies underlying the 

chance that these hearings or any others 
laws this year. 

Forand (D., R. I.), Thomas 


J. O'Brien (D., Ill.) and Wilbur Mills (D., Ark.). 


ot its intrastate and 
subject to the 


to 


interstate business, is 
tax with respect 
received by it from 
such lease (Central Transportation Company 
v. Atkins, CCH TeENNESSEE STATE TAX RE- 
PorTS §/ 200-010). 


state sales 


he consideration 


Taxpayers who were stockholders, officers, 
directors and employees of a corporation 


and who made advances to the corporation 


the of business, 
were entitled only to nonbusiness bad debt 


which were not in course 
deductions for such advances (Towers uv. 
Commussioner, 57-2 ustc § 9884). A stock 

the accumulated 


out of 
surplus of a corporation and paid in pre- 


dividend declared 
ferred stock to the sole owner of the com- 
mon stock to the recipient 
stockholder within the meaning of the South 
Carolina income tax statute (Roper v. South 
Carolina Tax Commission, CCH SoutH Caro- 
LINA TAX Reports { 200-094). Property 
taken by a widow in derogation of a will 


was income 
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the State of Indiana 
residuary estate 
federal 
marital deduction (Merchants 
and Trust Company of Indianapolis v. U. S., 
57-2 ustc § 11,703). The privilege against 
self-incrimination did not preclude the ad- 
into evidence of documents volun- 
tarily given to a revenue agent in a civil 
tax investigation without promise of im- 
munity and in the absence of fraud or mis- 
representation (Biggs v. U. S., 2 usTc 
7 9809). In creating a trust with a power 
of appointment by will, the decedent re- 
tained the power to alter, amend or revoke 
the trust, and the release of the power of 
appointment to avoid payment of estate 
constituted a transfer in contem- 
plation of death (McIntosh v. Commissioner, 
CCH Feperar Estate anp Girt TAx Reports 
9 11,718). Real held by entirety is 
subject to a lien for the taxes of one spouse 
(Payne v. U. S., 57-2 ustc J 9889). 
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The High Court also noted jurisdiction 
in two cases involving the constitutionality 
of the Ohio and Minnesota tax laws. The 
constitutionality of the Minnesota act was 
challenged on the ground that one section 
imposes a tax upon the net income of a 
foreign corporation whose business consists 
exclusively of interstate commerce which 
arises out of sales consummated exclusively 
beyond the state’s borders (Northwestern 
States Portland Cement Company v. Minnesota, 
CCH Mrinnesota TAX Reports § 16-006). 
The second case involved the.constitutionality 
of a provision of the Ohio tax statute im- 
posing a property tax upon residents’ storage 
merchandise held for storage only while, 
at the same time, excepting the storage 
merchandise of nonresidents when held for 
storage only (Allied Stores of Ohio, Inc. v. 
Bowers, Tax Commissioner of Ohio, CCH 
Onto State TAx Reports § 200-651). 


New Advance Rulings Procedure 
Sought 


A very interesting proposal, made in con- 
nection with a revision in the internal reve- 
nue laws, has been made to the House Ways 
and Means Committee and the Senate Fi- 
nance Committee by Victor R. Wolder, a 
New York attorney who has written for 
TAXES many times in the past. Mr. Wolder 
proposes that an amendment be passed that 
would provide a procedure whereby taxpay- 
ers could obtain advance rulings on ques- 
relating to tax liabilities on 
transactions where there is no dis- 


tions of law 
current 
It is suggested that a 
Tax Court be set up 
The text of Mr. 


pute as to the facts. 
division of the 
matters. 


new 
to handle 
Wolder’s proposal follows. 


these 


Under existing federal income tax laws, 


a taxpayer is not afforded the opportunity 


to obtain a declaratory judgment in 
current trans- 
action as to the tax liabilities or tax nature 


any 
court on a or prospective 
of the transaction (that is, whether it would 


be tax free or to be treated as ordinary 
income or loss, as distinguished from capi- 


tal gain or loss, etc.). 


A taxpayer may make a request to the 
Internal Revenue Service for a ruling— 
sometimes a ruling is given, sometimes it 
Oftentimes the ruling that is 
issued is unfavorable to the taxpayer, even 


is refused. 


though the facts are completely undisputed. 
Oftentimes, too, the state of law is such that 
there are substantial questions of law which 
are subject to interpretation. 
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The result of all this is to block the oc- 
currence of many business, economic and 
other transactions which in the ordinary 
course of human events or commerce would 
otherwise take place. 


My proposal is that there be established 
a division of the United States Tax Court 
which would have the authority in current 
and prospective transactions (which are 
conditioned to occur based on a certain rul- 
ing to be obtained) to review any ruling of 
the Treasury Department issued upon an 
application made by a taxpayer. Under this 
procedure, the Tax Court would only be 
permitted to rule on questions of law and 
not to make any determinations of fact. In 
other words (a) the taxpayer would have 
to submit to the Treasury Department a 
specific set of facts on a current or pro- 
spective transaction. The contracts, docu- 
ments and papers would all have to be 
submitted. (b) The Treasury Department 
would issue a ruling. If the ruling is favor- 
able to the taxpayer there would be no 
appeal. If the Treasury Department refuses 
to rule or issues a ruling unfavorable to 
the taxpayer, then the taxpayer, who is 
aggrieved for the ruling, may appeal to the 
new division of the Tax Court. (c) The 
Tax Court shall permit a brief to be sub- 
mitted and oral agreement. No new or ad- 
ditional facts shall be heard or considered. 
The facts which the taxpayer submitted 
shall be accepted as true for the purposes 
of the proceeding. (d) The Tax Court shall 
have the right to reject hearing or deter- 
mining the matter if it believes the state- 
ment of taxpayer’s facts do not contain 
certain facts material to a determination. 
(e) The final determination of the Tax 
Court from which no appeal is taken shall 
be determinative and binding on the tax- 
payer if the taxpayer proceeds with the 
matter based on such determination. Fur- 
ther, the determination shall be binding on 
the government if upon an audit of the tax 
return reflecting the transaction, the ma- 
terial facts are found to be as set forth in 
the factual statement submitted to the Tax 
Court. 

It is my belief that the above procedure 
(a) will eliminate a large amount of the 
auditing of returns after they are filed, (b) 
will eliminate large expense on the part of 
the government, (c) will quiet and eliminate 
litigation, 
(d) will remove the possibilities of taxpay- 


large areas of prospective tax 
ers entering into transactions believing the 
law on a given set of facts to be one way, 
and later finding out it is another. 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 


administrative rulings. 
types of taxes: 
insurance company, 
estate. 


utility, 


Statutory Corporations Safe 
from New Delaware Net Income Tax 


Corporations that have incorporated in 
Delaware to take advantage of that state’s 
liberal incorporation laws, but who do no 
business in the state, have nothing to feat 
trom the recently imposed 5 per cent tax on 
corporate taxable income derived from busi- 
activities and property 
located in The act specifically 
exempts such corporations from the tax. 


ness carried on 


Delaware. 


Passage of the tax followed the governor's 
report to the legislature of a deteriorating 
situation in Delaware. Called back 
into special session, the legislature approved 


fiscal 


the governor’s request for more revenues, 
not only passing the new corporate income 
tax but also upping personal income tax 
rates and the tax on pari-mutuel betting. 


The corporate income tax law is Chapter 
298, Laws 1957. It was approved on De- 
cember 20, 1957 and is effective with respect 
to income earned after December 31, 1957 
The tax applies to every domestic or foreign 
corporation having taxable income derived 
from activities carried on within 
the state or from property located in the 
state during the income year. Section 1902 
(6) of the act provides the exemption for 
maintaining a statutory 
porate office in the state but not 
business there. 


business 


corporations cor- 


doing 


Imposed as a direct income tax, the new 
levy that in Rhode Island and 
in Pennsylvania under the latter state’s sup 
plementary income tax law of 
1951, rather than the franchise tax measured 


resembles 


corporate 


State Tax News 


This department's scope includes the following 
income, sales and gross receipts, property, gasoline, 
franchise, 
Most items are adapted from CCH reports on state and local taxes. 


severance, and inheritance and 


by net income that prevails in New England 
and Middle Atlantic states. 


Also enjoying exemption from the tax are 
insurance companies paying taxes on gross 
premiums, fraternal benefit societies, ceme- 
tery corporations, charitable trusts and non- 
profit 
commerce, civil leagues and social clubs. 


organizations such as chambers of 


The tax applies to business activities 


carried on within the state. 
allocation and 


Provisions are 
made in the act for appor- 
tionment if the business activities are partly 


within and partly without the state. 


Tentative returns, covering estimated in 
liability for the current 
due by April 1 of the 
taxpayers 


come tax income 


year, are current 
income year for calendar 
and by the first day of the fourth month for 
are due 


fourth 


year 
fiscal year taxpayers. Final returns 
by April 1, or the first day of the 
month, of the following 


calendar or fiscal 


year, respectiy ely 


Personal income taxes.—The increase in 


income taxes was 
previously the rate 


the first $3,000 of 


the rates of personal 
W hereas 
had been 1 per cent on 
net income, graduated upward to 5 per cent 
on that exceeding $8,000 and to 
on that exceeding $100,000; the new rates 

set at 1.5 per cent on the first $1,000, 
2 per cent on the next $1,000, 3 per cent 
on the next $1,000 and, 
ing upward to 8 per cent on net income in 
excess of $8,000. The new personal income 
were Chapter 299, 
and they apply to income earned 


substantial. 


6 per cent 


thereafter, graduat 


tax rates enacted by 
Laws 1957; 


during 1957 


131 





Pari-mutuel taxes.—An additional 1 per 
cent on all contributions to pari-mutuel 
and totalizator pools will be levied by 
Delaware in 1958. The rate of the tax to 
be, paid by race-track operators was raised 
from 3.5 per cent to 4.5 per cent by Chapter 
300, Laws 1957, effective January 1, 1958. 


Hundreds of Jurisdictions Require 
Employer to Be Income Tax Collector 


In addition to their tax-collector function 
for.the federal government, employers are 
also required to withhold income taxes on 
wage payments for 15 states, for the Dis- 
trict of Columbia, the Territories of Alaska 
and Hawaii and several hundred cities. 

The 15 


required 


states in which withholding is 
include Alabama, Arizona, Cali- 
fornia, Colorado, Delaware, Idaho, Indiana, 
Iowa, Kentucky, Maryland, Montana, New 
York, Oregon, Utah and Vermont. Of these 
15, four states, California, lowa, New York 
and Utah, require that the withholding be 
made only from wage payments made to 
nonresidents. 

In addition to state withholding, there are 
a number of cities which levy an income 
tax and require withholding by employers. 
The major cities which require withholding 
include the Kentucky cities of Covington, 


Lexington, Louisville, Newport and Paducah ; 


St. Louis, Missouri; the Ohio cities of 
Campbell, Canton, Cincinnati, Columbus, 
Dayton, Springfield, Toledo, Warren and 
Youngstown; and the Pennsylvania cities 
of Philadelphia, Pittsburgh and Scranton. 
In addition to the above major cities, there 
are 17 additional small cities in Ohio which 
levy an income tax and several hundred 
doing so in Pennsylvania under that state’s 
enabling act passed in 1947. All of 
require withholding. 


these 


The tax collection function extends in 
some states to a greater area than that of 
income tax deductions. In Alabama, Cali- 
fornia, New Jersey, New York and Rhode 
Island, employers are required to deduct 
unemployment or disability fund contribu- 
tions from the wages of their employees. 
In Wyoming, the deduction of the poll tax 
from the employee’s wages is required. And, 


in Pennsylvania, employers deduct a $5 per 
capita tax for the Pittsburgh School District. 


The tax collection function bears most 
heavily on the employers in Kentucky cities 
levying an income tax. In these, employers 
collect the tax for the federal, the state and 
the local governments. Of the other states 
in which there are local withholding ordi- 
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nances, Missouri levies a personal income 
tax but does not require withholding; Ohio 
taxes income only from investments; and 
Pennsylvania does not itself levy an income 
tax. 

The latest news from the personal income 
tax withholding front concerns Governor 
Underwood of West Virginia. In his mes- 
sage to the legislature, at its opening session, 
the governor suggested the enactment of a 
l per cent personal gross income tax with 
withholding provisions. The expected yield 
from the tax amounts to $15 million. 


Other West Virginia proposals.—Outside 
the income tax area, the West Virginia 
governor has asked the legislature to add 
2 per cent to the pari-mutuel tax, 1 per cent 
to the sales tax and one cent to the gasoline 
tax; to eliminate the 5 per cent credit on the 
business and occupation tax, extend the tax 
to businesses now exempt and raise the rate 
on wholesalers and manufacturers; and to 
increase car and truck registration fees. 


New York Cuts 
Subsidiary Ul Tax 


Because of a recent amendment to Sec- 
tion 581.1(c) of the New York Unemploy- 
ment Insurance Law, employers in that 
state will pay a lower subsidiary tax rate 
in 1958. 

A “windfall” credit to a special account 
will reduce the subsidiary tax rate from the 
0.3 per cent in force in 1957 to 0.1 per cent 
in 1958. The reduction is made possible, 
because the amendment authorized the transfer 
to the general account of account balances 
of employers who went out of business 
during the four fiscal years ending June 
30, 1957. Approximately $42 million was 
transferred by reason of the amendment. 

Before the present amendment, the ac- 
count balances of employers who had ceased 
to be liable for contributions could not be 
transferred to the general 
period of four years. 


account tor a 
Now they are to be 
transferred on.the June 30 coinciding with, 
or immediately following, the employer's 
cessation of liability for contributions. 

Employers who become subject to the 
law since June 30, 1956, are not liable for 
subsidiary contributions. They are subject 
to uniform taxation at the standard rate of 
2.7 per cent. Only employers who have 
been subject to the law long enough to 
qualify for reduced rates under the experi- 
ence-rating provisions are required to pay 
the subsidiary contribution rate. 
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This 


BOOKS 


month's reviews of recent publications of interest to 
tax men include Estate Planning and Taxation by William J. 


Bowe, and Basic Estate Planning edited by John Alan Appleman. 


Estate Planning 


Estate Planning and Taxation. 
Bowe. Dennis and Company, Inc., 215 Main 
Street, Buffalo 3, New York. 1957. 
volumes, 1,204 pages. $36. 

Basic Estate Planning. Edited by John 
Alan Appleman. The Bobbs-Merrill Com- 
pany, Inc., 730 North Meridian Street, Ind- 
ianapolis 7, Indiana. 1957. 
1,453 pages. $37.50. 


William J. 


Two 


Two volumes, 


Here are two sets of two volumes each 
valuable to those who call themselves estate 
planners. This group includes attorneys, ac- 
countants, CLU’s and trust officers of banks. 

Mr. Appleman describes an estate planner 
thus: 


é 


But the estate planner is not primarily a 
probate lawyer. He is one who helps to 
solve the problems of the probate lawyer 
and of his client before they become trou- 
blesome, or advises upon involved problems 
arising during probate. He must spend an 
twenty hours of time a week 
keeping abreast of his specialty. He works 
in a most difficult and nerve wracking field. 
The work is arduous, detailed, laborious, 
and exacting. It may take days or even 
weeks of intensely concentrated work upon 


average of 


a single plan; and, if his charges seem high, 
this tremendous labor must be considered, 
together with the tens of thousands of tax 
dollars and other costs saved to the client 
by his efforts.” It is a growing field because 
each year it requires more and more capital 
to provide a reasonable degree of family 
security. It has been predicted that the in- 
come of the average American household 
will, in a few years, amount to $13,000, but 
if the dollar continues to lose value annually, 
it would take 50 per cent more than this 
amount to maintain the present $13,000 
standard of living. Thus, while $100,000 or 
more may at the present time provide a 
measure of family security, as the years tick 
off this capital must be increased or family 
security decreases. 


Books 


These are the pressures upon men to con 
serve and the stimulus which spurs them to 
consult someone versed in building estates. 
No estate can be built without careful con 
sideration of taxes, and consideration of 
taxes in estate planning has long been the 
work of Professor William J. Bowe. He is 
now a professor of law at the University of 
Colorado and tax counsel of the State Farm 
Life Insurance Company. The theme of this 
book expounds techniques 
planning to minimize taxes. 


used in estate 
Professor Bowe 
Was assisted in the preparation of this vol- 
ume by W. Lane Abernathy, Kenneth L 
Black, George R. Davies, J. Chrys Dough 
erty, J. P. Foster, John R. Golden, J. Homer 
Hardy, Hugh L. Macneil, Joseph McCaffrey, 
Edwin McInnis, John C. O’Byrne, William 
M. Reynolds, Kenneth O and 
Harold G. Wren. 


An outstanding section of this set is that 
dealing with plans, and there are nine: plan 
for a relatively modest estate, plan for a 
substantial plan involving jointly 
owned property and oil interests, plan in- 
volving a charitable foundation, plan involving 
farm interests, plan involving business pur- 
chase 


Rhodes 


estate, 


corporation, 
plan involving business purchase agreement 
for a partnership, a community 
plan for Texas and a community 
plan for California 

Now to the set edited by John Alan Ap 
pleman. This well-known tax and insurance 
lawyer has collated the 
experts in this field. Each has handled a 
chapter, and William J. Bowe and George 
R. Davies who worked on the Estate Plan- 
ning and Taxation set also collaborated with 
Appleman in the preparation of his chapter 
on life insurance. Black (who 
contributed to Mr. Bowe’s set) worked with 
Charles A. Morehead on the chapter of the 
preparation of wills 


agreement for a close 


property 
property 


work of almost 25 


Kenneth L 


Several well-known authors of TAXES 
The Tax Magazine also contributed to this 
set: George E. Ray and Oliver W. Ham 
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and Albert 


Irving Friedman. 


monds, Mannheimer and Joel 


Chis set deals with more than just the tax 
aspect. However, taxes are not overlooked. 
It discusses the estate planning problems of 
the executive, the employee, the stockholder, 
the close corporation, the sole proprietor, the 


partner, 


Although these two sets are treated here 
together, they are not alike as two peas in 
a pod, but it would be very difficult for this 
one set over the other. 
After all, such a choice should be made by 
the person who intends to use them. 


reviewer to chose 


Chis reviewer remembers a situation about 
a choice which happened a long time ago 


He stopped at the post office in a small dirt 
street town in the mountains of New Mexico 
late in the evening. 
leaning against the ramshackled post-office 
“Where's a restaurant in 
this town?” 


He asked of loungers 


building: good 


restaurants in 
one 


“Wal, sir, there are 
this 
down yonder. 


“Well, 


“Don’t 
ya go to. 
to t’other.” 


tew 


here town. One over thar and 


” 


which one is the best?” 


make no never mind which one 


You'll wish to gosh you'd gone 


Perhaps the answer in relation to the 


books is to buy both 


sets 
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Excise Tax News 


\ retund of a 
vill not be 
tulfilling 
on a taxed product, according to a recent 
decision of the United States Court of 
Claims (Ford Motor Company v. U. S., 58-1 
€ 15,119) Chis 


wrporation 7% 


manufacturer’s excise tax 
made on account of the cost of 
warranty 


a standard or customary 


decision is based on 
U. S., 57-1 


USTC 


General Motors ( 
ustc 7 9332 


Votors case the court of 
former position on the 
follows. The tax- 
sold refrigerators which, in addition 
to a customary one-year warranty, included 
a specific five-year warranty on the sealed-in 
mechanism. The taxpayer made a $5 charge 
for the five-year warranty 


In the General 


claims reversed its 


law. The facts were as 


payer 


and invoiced its 
dealers separately tor that amount. 


It was taxpayer was not 


‘allowance” for the 


held that the 
entitled to an ‘ cost of 
its obligation under the custo- 
mary manufacturer’s warranty, for which no 


charge such 


discharging 


made, 
spent 


Was 


sum 


since cost was 


merely a to give the purchaser 


what the taxpayer had represented it was 
selling, that is, a sound article. The court 
added that it had 
that it wrong in holding in previous 
General Motors cases that the 
entitled to an 
the amount 


come to the conclusion 
was 
taxpayer was 
account of 
the discharge of its 
obligation under the extra four-year war- 
ranty. It declared that this charge was not 
an allowance to be deducted from the sale 


was not a part of the 


“allowance” on 
spent in 


price since it sale 
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price. It was an extra charge for an agree- 


ment to keep certain parts of the retrige: 


ators In 


repair beyond the usual warranty 


Che taxpayer was entitled to make a rea 


sonable charge for these services lo the 


extent that the charge 
could not be 


reasonable, it 
part of the 
The court said that the charge’s 


Was 
considered as a 
sales price 
reasonableness was to be determined by its 
relationship to the cost of rendering the 
service. The case was referred to a com 
missioner on the question of reasonableness 

In the Ford Motor ( 
denied the taxpayer a refund of excise taxes 
on amounts expended to make good on the 


90-day warranties on automobiles sold by 


mpany case the court 


it to its dealers. The 90-day warranty was 
the customary one in the trade. The tax- 

contended that the Motors 
should be distinguished from the in 
since in the 


payer General 
Cas¢ 
stant one former case the sale 
was to be the customer but in the present 
The court 
rejected this argument, stating that in both 
sums spent to make good 


the taxpayers’ representations that the ar 


case the sale was to the dealer. 


cases the were 


ticles sold were free of defects 


Meetings of Tax Men 


Tax Executives Institute —The 
midyear conference of the Tax Executives 
Institute, Inc., will be held at the Shoreham 
Hotel, Washington, D, C., February 16-18. 


annual 


Federal Bar Association.—A tax sympo- 
sium highlighting the Mills report and the 
report of advisory groups on various pot 
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tions of the 1954 Code 
by the Federal Bar Association on Febru 
ary 19. Further information can be obtained 
from the chairman of the Committee on 
Federal Taxation, Martin M. Lore, 107 
William Street, New York 38, New York. 


Morality Tables Not in TAXES 


We have been mail seeking 
copies of our tables which combine a moral 
ity factor and an The 


We don’t have any. On page 3 


will be spons¢ red 


answering 
interest factor 
answer is: 
of last month’s issue, we were discussing the 
article by Mr. Gordon D. Simons regarding 
We said: “He believes these 
With the 
help of tables combining the morality factor 
and 


pension plans. 
obstacles are not insurmountable. 
the interest factor, management can 
determine more easily the present cost of a 
dollar of a pension at a future date and thus 
evaluate whether or not to install a pension 
plan.” Of what we meant to say 
was that Mr. Simons combines the mortality 


course, 


factor and the interest factor. Maybe there 
fringe benefits, 
Simons 


a morality factor in these 


her we nor Mr have any 


table measuring it 


Notes on Footnotes 


We are as footnote 
addict as any legal publication, but we to: 


guilty of being a 
have moments when we wish writers would 
have a little what 
ley write and omit the superior number fo 


more self-confidence in 
statement in their text regarding the 
Professor Rodell’s 
Yale Reporter is a refresh 

of “the truth hurts.” His title is 
“A Prof 


his footnote 1 is: 
Not to be confused with the 


Rodell’s 


article of some 


ago in the 


Takes a Gander at the Students.” ’ 


female 
Professor second foot 


his wouldn’t be legal without the f 


makes 


on a trootnote 

logic in Professor Rodell’s 

2 to a logical conclusion, our ar 
ticles are triple and quadruple legal." This 
seems a good opportunity to 


asked 


footnotes be handled in manuscripts? 
Ioctr : 


answer al 
question.” 


How and where s 


ination in the use of foot 
This is not meant to belittle footnotes on 

tax articles. The citations given are invaluable 
references. 

2 Names on request 

3A group of buildings near the football sta 
dium 

4 Peripatetic philologists 
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Possibly this 
sermon should be directed to college pro- 
in the hope that they will all adopt 
the same principle. 


ceived, of course, in college.* 


’ - 4 
fessors 


We like to see the footnotes all by them- 
selves on the last pages of the manuscript, 
and we think other publishers do, too. 
Footnotes are usually set in type of a differ- 
ent size from that in which the text of the 
article is set ‘—for instance, six-point, where 
the body of the article may be set in eight- 
or even ten-point type. The six-point type 
is on One linotype machine and the eight- 
point or ten-point or other size is on another 
linotype. Consequently, in the print shop‘ 
all of the text material can be assigned to 


one machine and the 


footnotes, if our sug- 
gestion is followed, can be assigned to the 
six-point machine, and the work on 
proceeds simultaneously 

We from 
authors who had a cockeyed way of setting 
out their footnotes:* that is, they had in- 
structed their stenographers to stop at that 


point on the line where the 


each 


recall receiving manuscripts 


rootnote occurs 


and drop down a space, like this, and set 
he footnote, like this 
and then pick up the text again, like this 
[This makes for extreme difficulty’ in 
handling the manuscript through nearly all 


functions of editing and publishing it. 


Auto Taxation and Congestion 


Let’s assume you have 
long cars. How would yo 
for every inch 

he length of 195 
gist of a proposal made by C 


inche 
nen 


riss, associate economics at 


protessor of 


University, to help alleviate the 


problem of 


Columbia 


scarcity of street and parking 
1 

pace in nonrural communities. It was 

Revier 

gradua- 

auto 


yrrinted in The American ! mnt ¢ 
r March, 1957, and 


t10Nn ot 


Sugeec t The 
annual license charges by 
length and 


length or by combined 


Professor Harriss begins his discussion 


vith the 
How 


following provocative question: 


might we make more efficient use 


scarce resource—street 
] 1 ha 

Onrural Communities 

hway surface)? Traf 


1 


‘blems directly t 


affec 
>We do not mind them at the bottom of 
the page to which they refer 
Makes it harder to read. 
7 Necessary evil to publishers 
8 Author himself not necessarily cockeyed 
> It's hell 
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almost everyone in the country. The indi- 
effects are more extensive. The 
congestion, though defying close 
measurement, are undoubtedly huge. Solu- 
tion must be largely a social undertaking, 
that is, individual families and businesses 
pursuing their self-interest will not 
produce a result which is best for the public 
as a whole 


rect even 


costs ot 


own 


solution is to increase 
available street and off-street parking space. 
At best, however, any reasonably effective 
program would take many years, especially 
in metropolitan and would be in- 
credibly expensive (in terms of either dol- 
lars or the other things that would have to 
be sacrificed—housing, education, clothing, 
autos, etc.). Another approach, and 
with conspicuous merit, is to use the pricing 
mechanism (such as high parking charges) 
to help allocate a limited supply. 


One part of the 


areas, 


one 


Still another method worth con- 
sidering—the graduation of annual license 
auto length or by length and 
combined. The main objective would 
be to induce the public to buy cars that 
would use less of the scarce, publicly owned 
resource which when used by one person 
is taken from others. A secondary objec- 
tive would be an increased contribution 
to the public treasury from those choosing 
vehicles that use more public property. To 
illustrate, assuming that length alone is 
the basis of graduation, the annual fee 
might be $1 for each inch of length between 
180 and 185 inches, $3 per inch between 
185 and 190 inches, up to, say, $10 per 
inch of length exceeding 195 inches. Rates 
might well be less for cars already in 
existence when the new system became 
effective. An effective date of 1960 or there- 
abouts should give auto manufacturers time 
to plan for the transition. 


seems 


charges by 
h 


widt 


In some states, auto value might also 
remain a consideration in setting the fee 
because of ties to property taxation. How- 
ever, since streets and highways are now 
built to carry much heavier loads than the 
heaviest auto, weight is outmoded as a 
rational for graduating charges for 


passenger autos. 


basis 


Total dimensions, however, are of great 
Length and width are of con- 
cern not only to the owner but also to 
who to use the same joint 
facilities (streets), and to taxpayers who 
may be called upon to provide facilities 
for which the demand depends partly upon 
size of vehicle. Some of the driving of 
almost every motorist is in areas where he 
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urban street 
charge is feasible. 
Economizing its use is very much in the 
public interest. With the motivations now 
provided, however, individual actions do 
not combine to serve the public interest to 
best advantage. A license system providing 
strong inducements to use somewhat smaller 
autos—and exacting a much higher fee than 
today from those who continue to use more 
of the scarce resource—could contribute to 
a solution. 


uses a 
space, 


very scarce 
for which no 


resource, 


If the average new auto were only a foot 
shorter, and if 4 million a year were des- 
tined for city use, about 800 miles of street- 
space equivalent would be released. Over 
a period to, say, 1970, the total would indeed 
be impressive, even in relation to the new 
construction planned under the 1956 high- 
way law. The gain would be without any 
expense to government. The only 
would be the loss of satisfaction from the 
marginal foot of car sacrified by those de- 
ciding not to pay the higher fee. 


The system would be fully 
only if it induced auto manufacturers to 
produce shorter cars. No one state acting 
alone could create enough such pressure. 
How much cooperation would be required? 
Perhaps eight or ten of the most populous 
states acting together would exert enough 
influence. Another possibility is a recasting 
of the federal tax on new autos to produce 
the general effect. A shift from value, the 
present federal tax base, to size, without 
appreciable change of revenue, would seem 
appropriate. It would no more infringe on 
state sovereignty than does the federal high- 
way program 


cost 


successful 


Particular SEC 
Merger Considerations 


According to a report of the Federal 
Trade Commission for 1956, there 
about 1,000 mergers during that year, and 
while it is not possible to state with any 
certainty how firms are 
merged, the number is impressive. In rela- 
tion to the Securities Act of 1933 and the 
Securities Exchange Act of 1934, a striking 
feature of the security transactions arising 


were 


many business 


out of mergers, consolidations, acquisitions 
and recapitalizations is that a great many 
achieved without 
under the Securities Acts. However, there 
are many transactions which are not consum- 
mated within the exemptions. Aside from the 
tax consequences of these mergers, etc., there 
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is the necessity of complying with the rules 


of disclosure imposed by the securities laws 


The tax man cannot deny interest in the 
one without denying interest in the other; 
or to state this another way, while the tax 
man will have interest in the tax implica- 
tions, he also will have considerable interest 
in the statements and schedules which are 
required under SEC rules. For that reason 
we think that a great number of our readers 
will be interested in a recent speech by 
Byron D. Woodside, director of the Divi- 
sion of Corporation Finance of the Securities 
and Exchange Commission. 


Mr. Woodside said: the principal 
problem of businessmen and their counsel 
Security Act-wise in connection with corpo- 
rate mergers and acquisitions has been to 
understand the procedures for availing them- 
selves of an exemption from the registration 
provisions rather than to encounter and 
deal with the disclosure problems which 
might were the security issues in- 
volved to be registered.” 


arise 


Mr. Woodside was speaking to a Finance 
Orientation Seminar of the American Man- 
agement Association in New York City 
He pointed out to the seminar that: 


“Reduced to its simplest terms, I believe 
the proposition can be stated that if in the 
process of effecting an acquisition or dis- 
position of a business, securities are publicly 
offered and sold, the registration and pros- 
pectus provisions of the Securities Act must 
be complied with, absent some exemption; 
and if in the process a company having a 
voting security listed on a stock exchange 
solicits the holders of those securities for 
their proxies, consents, or some person or 
group solicits their opposition with respect 
to the transaction, the soliciting 
must comply with the proxy regulations of 
the commission under Section 14(a) of the 
exchange act. 


persons 


“Viewed in relation to the law and the 
commission's rules, the most striking feature 
of the vast volume of security transactions 
arising out of statutory mergers, consolida- 
tions, acquisitions and recapitalizations which 
we know have occurred is that they have 
been achieved without the necessity of com- 
plying with the registration provisions of 
the Securities Act at all. In the main, the 
only transactions of this 
character which are affected by the registra- 
tion provisions and disclosure requirements 


cases involving 


of this act are those for voluntary exchange 
offers made by one person or corporation to 
the public security holders of another com- 
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pany, and those where securities are sold to 
the public for and 
to be employed to acquire another business 
or significant assets. These cases have not 
represented any substantial volume of financing 
in terms of the total registered 
under the Securities Act in any year. They 
certainly have been insignificant in relation 


cash the proceeds are 


offerings 


to the tremendous number of corporate ac- 
quisitions and mergers reported in various 
publications dealing with the subject 


“If a company is subject to the rules,” 
said Mr. Woodside, “they apply whether in 
the acquisition transaction the issuer is the 
acquiring company or the company being 
acquired.” 

Mr. Woodside’s 
disclosure 
follows 

“Items 14, 15 and 16 of Schedule 14A of 
Regulation X-14 outline the information to 
be included in a proxy statement with re- 
spect to mergers, consolidations, acquisitions 
and similar matters. Item 14 applies in five 
situations 


discussion of 
SEC 


technical 


requirements under rules 


consolidation of the 
with any other 
any other person into or with the issuer; 


“(a) the 
issuer into or 


merger or 
person or otf 
“(b) the acquisition by the issuer or any 


of its security holders of securities of an- 


other issuer; 


“(c) the acquisition by the issuer of any 


| 
other going business or of the assets thereof ; 
“*(d) 


any substantial 


the sale or other transfer 


part of the 


of all or 
assets of the 


issuer; 


“(e) the liquidation or dissolution of the 
issuer. 


“The 


reasons 


the plan, the 
effect 
thereof upon the rights of existing security 
holders of the must be stated. In 
addition, certain basic data must be included 
concerning the other party 
transaction. latter 
stated in general terms designed to 


features of 
and the 


material 
therefor general 


issuer 


or parties to the 
These requirements are 
indicate 
the nature and scope of the information de- 
sired rather than to specify in detail par- 
ticular items of information. 


“The market history of the shares of each 
company for at least two years is required 


“Certified financial statements of the is- 


suer and its subsidiaries (usually consolidated 


financial statements are required) must be 
included in the proxy 
indicated by Item 15, include a balance sheet 


the last 


statement. These, as 


year, and 
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profit and loss and surplus data for the three 
full fiscal years then ending. Schedules 
other than those pertaining to supplemen- 
tary profit and loss information may be 
omitted. 


“Since the soliciting issuer is one having 
securities listed on an exchange, it already 
will have financial statements certified by an 
independent public or certified accountant, 
and presumably any major accounting prob- 
lem with respect to its financial statements 
for prior periods will have been resolved in 
the course of filing the customary periodic 
reports required to be filed with the ex- 
change and the commission 
Section 13 of the exchange act. 


pursuant to 


“In addition, however, equivalent financial 
statements for the other party or parties to 
the proposed transaction likewise must be 
included in the proxy statement, with the 
proviso, however, that such financial state- 
inents need not be certified. 

“Item 16 inquires into consideration and 
factors bearing on fairness of consideration. 

“These provisions for disclosure by an 
issuer in its proxy statement of information 
concerning another issuer or give 
rise to difhculties in certain cases, depending 
upon the relations between the parties and 
the reasons underlying the action of the 
parties. Furthermore, a question frequently 
7 and its 


issuers 


is raised on the part of an issuer 
officials concerning the responsibility of the 
issuer to its security holders for information 
concerning another company over which the 
issuer has rio control; it may or may 
not have access to the books and records. 
In general, our position has been that an 
issuer under these circumstances may state 
the sources of the information concerning 
ontained in its proxy state- 
ment—assuming an relation- 
ship—but efforts to include disclaimers of 
responsibility for such information are ob- 
jected to. Assuming good faith, there could 
be no criminal liability. Section 18(a) pro- 
vides that in a civil suit a person sued may 
escape liability if he can prove good faith 
and that he had no knowledge of the falsity 
or misleading character of the information, 
the truth of which is challenged. Whether 
an official of the other company giving the 
issuer false information which the 
innocently includes in its proxy statement 


might be held liable under Section 18(a) is 
a question which to my knowledge has not 


another issuer c 
arm’s-length 


issuer 


arisen 


statement filed with the SEC 
disposition of a busi- 


‘A proxy 
for an acquisition or 
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The purpose of the SEC is to attempt 
to secure a fair and truthful 

disclosure of basic material business 
and financial facts in accordance 
with established standards in order 
to assist security holders and the 
market place to come to a reasonable 
informed judgment of the proposal. 


ness becomes for us another problem of 
security analysis and disclosure, within the 
framework of the rules and the general 
standards of materiality applicable to all 
financial reporting under the exchange act.” 

Mr. Woodside emphasized the fact that 
the SEC does not pass on the merits of an 
acquisition or other corporate action nor 
approve or disapprove terms and conditions 
of the transaction, or the disclosures made 
concerning them. He said that many people 
have the notion that the SEC has power to 
prevent a transaction because some feature, 
objectiv e or anticipated result of a propose i 
acquisition or disposition is offensive to 
some person or interest. 


“It is not our job to pass judgments 


transactions in 
terms of their social or economic desirability, 
their possible effect upon labor or 
community in which plants may be located, 
economic 


concerning these business 


some 


concentration of 
flicts with the antitrust laws.” 

Mr. Woodside went on to say that the 
purpose of the SEC is “to attempt to secure 
a fair and truthful disclosure of certain basic 
material business and financial facts in ac- 
cordance with the established standards in 
order to security holders and the 
market place to come to a reasonable in- 
formed judgment of the proposal 

“The proxy rules are grounded on the 
exchange act, and the disclosures specified 
in Sections 12 and 13 of that act for purposes 
of financial and other reports are somewhat 
less comprehensive than the corresponding 
provisions of Schedule A of the Securities 
Act. Furthermore, the proxy rules as they 
relate to mergers and acquisitions are less 
specific than the registration forms and re- 
lated rules and instructions under the Se- 
curities Act. 


power or con 


assist 


“It is fair to say, I think, that there may 
be a little more administrative improvisation 
in our handling of proxy statements than in 
of the Securities Act cases, in part 
because of the less spe cific character of the 
governing 


the case 


regulations. On the other hand, 
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it is much more difficult to be 
writing and requirements 
directed particularly to the variety of trans- 
actions which are encountered in the field 


specific in 


rules disclosure 


of corporate reorganizations. 


‘In the ordinary Securities Act filing we 
are concerned with disclosures relating to a 
single business and more issues of 
equity or debt securities of a single issuer. 
In the field of and 
under the rules, the issuer and the 
commission must deal with 
they relate to at least two 
historical and the various classes of 
securities which may be present, and a third 
data represents a pro 
presentation showing the effect of the pro- 
posal in terms of financial position, operating 
records and the rights of security holders. 


one or 
mergers acquisitions 
proxy 
disclosures as 
issuers on an 
basis 
forma 


set of which 


Various measures of corporate values and 
earnings will be employed which may not 
Securities Act 


likely 


conventional 


Textual 
to include material which falls in the 


appeal in the 


prospectus. matter 1s more 


argument and 
mere factual 


persuasion fr: 
found 


gory or 
than the 


pre »Spectuses 


recitations 


It goes without saying that the financial 
statements of the parties to the transaction 
4 most important and essential 


any presentation in a proxy Statement 


with respect to mergers and similar transac 
tions. The financial statements required for 
i those which would be 
filed in an application for registration of 
securities under the exchange act. Accord- 
ingly, balance sheets, profit and loss and 


surplus schedules must be submitted in the 


both companies are 


content and scope required by Form 10 and 


must be prepared in accordance with Regula 


tion S-X. 


“If both companies are 
the preparation and presentation of appro- 
financial information should be a 
simple task. In addition to the 


listed companies, 


priate 
relatively 
required financial statements of both com 
panies, you will probably be requested to 
supply a tabular summary of earnings for a 
period of five years or more for each com 


pany; depending on the circumstances, 
pro torma 


combination of 


summary giving effect to 
the operations of the two 
stated 


basis of certain 


such adjustments and 


companies on the 
assumptions, with 


explanations or qualifications as may be 


necessary; and a pro forma balance sheet 


‘Extraordinary transactions which ma 


have affected the operating or balance 
will 


sheet 


figures during the period require ex- 
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in some circumstances, elimi- 
treatment in the 


planation or, 


nation from or special 


summary or pro forma figures. 


“Problems arise as to the proposed basis 
upon which fixed assets and other accounts 
will be stated for balance purposes 
upon consummation ot the merger transaction 


sheet 


become the 
prefiling conferences with our 
In clear-cut 


“Frequently these matters 
subject of 
staff—a practice we welcome. 
cases these discussions may cover questions 
f presentation of financial data rather than 
involved 


f principle. Usually the parties 


1 1 


now when they have a marginal case and 
printing rather 
views which 
reflect, for example, 
rather than a ‘pool- 


arrange a discussion before 
than 
require 


risk a conflict in might 
reprinting to 

‘acquisition accounting’ 
ing of interests’ solution. Such a result may 
in a situation when factors favoring a 


solution have been 


arise 
‘pooling of interests’ 
feemed by the registrant stify this peo- 
deemed Dy the registrant to justily ls pro 
cedure, whereas the staff, on the basis of the 
been 


would 


evidence, initially at least, may have 


impressed with factors 
result 


} 1 
more which 


seem to lead to a contrary 

“The concept of ‘pooling of interests’ ac- 
counting (which avoids the booking of good 
will as would be required in many ‘purchase’ 


transactions and permits the combining 


' 
i 
earned surplus of the 


mpanies ) 


rather than ‘acquisit has been 


recognized by the commission for about 15 
was deemed 


years. At first this acce 


when the corporati to be 


suntin 
appropriate 
combined were of about equal size and were 
complementary busi 
outmoded 


rsification in cor 


engaged in similar or 
This latter test is now 


with the emphasis on dive 


nesses, 


porate mergers 

“In 1945 the 
merger proposal in which all factors other 
than size clearly supported a ‘pooling of in 
The result was that good 


earned sur- 


commission considered a 


terests’ solution. 
will was not recorded and the 
plus of both companies was carried forward 
In this case the assets and common stock 


equity of the smallet were less 


than one fifth and one third respectively of 


From this poi 
to be 


company 


the larger nt on, relative siz« 


was considered less important thar 


other factors in considering whether a busi 
ness combination was a pooling of interests 


or not, 


“The significant next step in the case-by- 
problem by the 


a propose d merger 


ase consideration of the 
commission was raised in 
involving the possibility that a minority in- 


exchange offer 
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and the smaller company would continue as 
a subsidiary. It was concluded that in these 
circumstances it would be inappropriate to 
treat the transaction as a ‘pooling of interest’ 
and therefore the earned surplus of the ac- 
quired company could not be combined with 
that of the registrant. On a purchase basis, 
good will would have been negligible. 


“Adhering to this interpretation that ‘pooling 
of interests’ accounting was inapplicable 
when merger continued in a 
subsidiary relationship led to a reconsidera- 
tion of Section C of Chapter 7 of Bulletin 
No. 43 of the American Institute of Account- 
ants, which succeeded Bulletin 40 with only 
minor changes. Bulletin No. 48,* published 
in January of this year, omits the require- 
ment of similar or complementary business 
and permits a pooling of interests when 
substantially all of the ownership interests in 
the constituent corporations continue, and 
permits a subsidiary relationship to survive 
‘if no significant minority interest remains 
outstanding, and if there are important tax, 
legal, or economic reasons for maintaining 
the subsidiary relationship, such as the 
preservation of tax advantages, the preserva- 
tion of franchises or other rights, the 
preservation of the position of outstanding 
debt securities, or the difficulty or costliness 
of transferring contracts, leases, or licenses’. 
The revision retains the tests of continuity 
of ownership and of management or power 
to control the management and introduces a 
specific test of relative size. Although rela- 
tive size may not necessarily be determina- 
tive, the bulletin says that ‘where one of the 
constituent corporations is clearly dominant 
(for example, where the stockholders of one 
of the constituent corporations obtain 90 per 
cent to 95 per cent or more of the voting 
interest in the combined enterprise), there 
is a presumption that the transaction is a 
purchase rather than a pooling of interests’. 


parties to a 


“As you would suspect, the first questions 
raised under Bulletin 48 were with regard 
to the size test and minority interests. The 
first cases involved combinations in which 
the smaller company fell in the range of five 
per cent to ten per cent of the combined 
equity. No objection was raised to ‘pooling 
of interests’ accounting in these cases when 
it appeared that a strong case had been 
made under the other tests. As a general 
proposition we have objected to pooling of 
interests when the equity of the smaller 
company would be less than five per cent. 
However, in some situations ‘pooling of in- 


It is the Securities and Exchange 
Commission's general practice to 
object to the inclusion in proxy 
material of projections of estimates 


of specific future net income to 
support an enterprise valuation. 


terests’ accounting has been accepted when 
the acquiring company’s interest has ex- 
ceeded 95 per cent, when, for example, the 
other factors involved were persuasive and 
the size and position of the companies were 
such that any other view would, for all 
practical purposes, have the effect of ex- 
cluding certain industry leaders from the 
‘pooling of interests’ doctrine entirely. 


“If any extended period of time has 
elapsed since the date of the certified finan- 
cial statements for the latest fiscal period, 
you may be asked to include interim earn- 
ings data in the summary for one or both 
companies, together with later balance sheets. 
These frequently are supplied voluntarily 
but if not, you need not be surprised if a 
request is made. In any event, you probably 
will be asked to supply—either for our own 
information or for inclusion in the proxy 
statement—information concerning the trend 
of sales, orders and costs since the date of 
the financial statements. The commission 
and its staff have been extremely sensitive 
with respect to this problem after several 
cases in which failure to secure responses 
to specific questions on this subject led to 
later difficulties. 

“The financial statements and earnings 
summary provide the basis for comparisons 
and explanations which should be included 
in every proxy statement in order that the 
reader may grasp the essential features, 
purpose, and effect of the plan. It should 
be remembered that the purpose of the 
proxy statement is to explain and reveal 
to the stockholder. Our experience too fre- 
quently has been that they seem designed 
to obscure and distort various aspects of a 
proposal.” 

Mr. Woodside requested the SEC exam- 
ining staff to supply some illustrations of 
problems encountered in recent experience 
with merger proxy statements. Here are 
the responses: 

“(a) necessity for calling for data which 
will illustrate graphically by the use of well- 
known statistical and financial analytical 





* Issued by the Committee on Accounting Pro- 
cedure of the American Institute of Accountants. 
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presentations the values passing and being 
received as a result of the merger; 

“(b) the use of appraisals or projections 
of earnings to explain or support exchange 
ratios; 

“(c) securing adequate disclosures of the 
relative rights and values of various classes 
of securities of the constituent companies as 
they will be affected by the transaction; 

“(d) adequate disclosure of the effect of 
income tax carry-forwards. 

“Other comments not directly related to 
financial and statistical data include the 
following: 

“(a) adequacy of the description of the 
businesses of the constituent companies; 


’ 
“(b) reasons for the transaction are not 
given adequately in many cases (in this con- 
nection, one of our analysts stated: ‘Often 
there are reasons for a merger not presented 
in the proxy statement nor evident from the 
facts which may be readily obtainable’; con- 
versations with counsel or other persons some- 
times reveal important motivating factors); 
“(c) disclosures of interests of officers 
and directors in the business of the 
stituent companies and the survivor; 


con- 


“(d) in multiline businesses, information 
as to the relative importance of major 
business lines; 


(e) dependence upon large customers or 
limited sources of supply; 


“(f) effect of the plan upon compensation 
and option arrangements; 


’ 


“(g) failure to respond to Items 6 and 7 
of the proxy rules when the merger agree- 
ment in effect involves an election of directors 
—these items rdquiring information as to 
the identity and interest of directors and 
nominees and remuneration and other trans- 
actions with management and associates; 


“(h) failure to explain reasons for in- 
crease in authorized stock substantially in 
excess of requirements for the capitalization 
of the surviving company; 


“(i) description or explanation of changes 
in the articles and bylaws which may affect 
materially the rights of security holders, 
such as quorum requirements, cumulative 
voting or a classified board of directors, pre- 
emptive rights, indemnification of officers 
and directors, and limitations upon dividends ; 

“(j) disclosure of any antitrust problems; 

“(k) disclosure of status of the surviving 
corporation as a listed company (if one of 
constituent companies is a listed company 
and the survivor will not have its stock 
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listed, a statement to this effect and its 
significance will be required); 

“(1) adequate disclosure of dissenters’ 
rights and the procedure to be followed to 


perfect such rights.” 


Mr. Woodside stated that this is not to 
suggest that the foregoing recital indicates 
proxy statements generally are defective in 
these many respects. They are not; in fact, 
many of them filed reflect careful 
consideration of the many factors as to 
which discussion in the proxy statement is 
essential or appropriate. However, when 
problems do arise, he stated, they are quite 
likely to fall within one of the above 


categories. 


when 


“Obviously a proxy statement must be a 
short summary of the vast amount of think- 
ing and paper work which precede the 
formal presentation of a merger proposal. 
There can be many reasons for a firm con- 
viction that a particular way of describing 
or handling a transaction is the most desir- 
able from the point of view of the proponent. 
On the other hand, we know, too, that fre- 
quently a proxy statement for a merger 
transaction like a Securities Act prospectus 
takes the form it does because it is modeled 
on a published proxy statement or pros 
pectus employed by some other company 
and ignores or fails to emphasize facts o1 
which give 
particular transaction being considered 


circumstances meaning to the 


“Two or three of the subjects mentioned 
above deserve a word of explanation. Some 
of our most difficult 
trators of disclosure s 
with attempts to employ ap- 
praisals and projections of earnings in pros- 
pectuses and proxy statements. 


roblems as adminis- 


T) 
r 
tatutes have arisen in 


connection 


“It is probably impossible to give you any 
brief, generalized statement of commission 
policy or practice with respect to the use of 
appraisals. It is obvious, of course, that the 
proposed basis of exchange of the securities 


of two or more merging companies in an 


arm’s-length transaction is the result of a 
Frequently 
this value judgment relates to an extremely 
complex and 


valuation process by the parties 


wide array of business and 


financial factors which are not necessarily 
given equal weight by the various parties 


concerned. 
“The management should, in response to 


forth in the 
a reasonable explanation of the 


the rules, set proxy material 
pertinent 
factors which they considered in arriving at 


their price judgment. When an appraisal 
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report is mentioned as one of these factors, 
we, of necessity, must be concerned with 
the nature of the appraisal or valuation re- 
port and the circumstances of its use. 


“Certainly there can be no objection to 
management securing expert advice to aid it 
in coming to a conclusion which it is willing 
to submit for shareholder action. Usually 
we inquire as to the nature and scope of 
the report and its conclusions, and request 
that a copy be submitted for inspection. 
We find that they represent all types of 
expressions ranging from property valua- 
tions to letter opinions which contain no 
indication of how or why the opinion was 
reached. Further, they range from compre- 
hensive engineering reports by well-known 
appraisal concerns to various types of eco- 
nomic opinions by business consultants, 


“If the opinion or conclusion of a con- 
sulting or engineering firm is included in 
the proxy material, the nature of the opinion 
should be clearly explained, the expert identi- 
fied and such explanation or qualification 
given as may be necessary to indicate the 
review and the factors 
sidered by him. Further, the general nature 
of the reliance by management upon the 
outside opinion should be indicated 


scope of his con- 


“It is our general practice to object to 
the use of reproduction cost appraisals of 
physical assets for the obvious reason that 
they are almost invariably employed to indi- 
cate an upward reach of values which have 
little or no significance in the usual merger 
problem. It is also our general practice to 
object to the inclusion in proxy material of 
projections of estimates of specific future 
net income to support an enterprise valua- 
tion. We frequently ‘are asked to explain 
our this position, particularly 
in view of the fact—our critics remind us— 
that in Chapter X cases the commission 
itself indulges in the practice. 


reasons for 


“In the first place the problem is not the 
same and, further, the Chapter X case in all 
its aspects is before a court where all the 
contentions of contesting interests are sub- 
jected to scrutiny and argument for the 
purpose of permitting the court to reach a 
decision in equity. 

“A merger is a bargain arrived at without 
supervision and it may or may not be a good 
bargain in terms of apparent equities, al- 
though it may represent a good business 
solution to certain problems. 


“Securities, in fact all sorts of property, 


have been sold since commerce began on the 
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In all cases involving business 
acquisitions, keep in mind that the 
transaction may be of interest to 

the Antitrust Division of the 
Department of Justice and the Federal 
Trade Commission, both of which have 
the responsibility for enforcing 
Section 7 of the Clayton Act. 


basis of promises of future values and future 
income. We cannot project the commission's 
administration of the disclosure provisions 
of the statutes into every conversation or 
communication in which this device may be 
employed. The commission.has always stood 
firm, however, on the proposition that litera- 
ture filed with it in response to statutory 
provisions designed to lay basic material 
business facts before the public may not 
properly include predictions of future net 
income. For the commission to lend its 
procedures to this device would involve it in 
an impossible and indefensible task. We are 
not prepared to accept someone’s opinion 
as to future profits of an enterprise as a 
material fact for purposes of the statutory 
standards. 


In all cases involving business acquisi- 
tions, it is necessary that we keep in mind 
that the transaction may be of interest to 
the Antitrust Division of the Department of 
Justice and the Federal Trade Commission, 
both of which have the responsibility for 
enforcing Section 7 of the Clayton Act. 


“We have worked out over the years a 
fairly simple procedure of being sure the 
Antitrust Division and the FTC know about 
the transaction. Any prospectus or proxy 
statement involving a proposed merger, con- 
solidation, or other form of acquisition of a 
business where the transaction is in excess 
of $3 million and not subject to specific 
authorization by another federal agency, 
such as the Interstate Commerce Commis 
Federal Power Commission, ete., is 
brought to the attention of these two agencies 


sion, 


“The actions taken by the Department of 
Justice through its Antitrust Division fall 
into four main categories insofar as 
problems of disclosure in prospectuses and 
proxy statements are concerned: 


our 


“(1) The Department takes no action at all. 


“(2) The ‘no action’ letter. If requested 
by the parties to the transaction, the De- 
partment of Justice will issue an official 
letter, signed by at least an Assistant Attorney 
General, to the effect that the Department 


TAXES —The Tax Magazine 





‘does not presently intend to take action 
with respect to the proposed acquisition’. 


(3) The ‘we will see you in court’ letter. 


“(4) Without any notice to the parties, 
the Department of Justice will move directh 
into court in an attempt to block the pro 
posed transaction by a restraining order and 
an injunction. Failing that move, the De- 
partment will file a civil antitrust complaint 
in the court when the 
summated 


transaction is con- 


“By far the largest number of cases fall 
under the first The 
next largest number falls under Category 
(2), the ‘no action’ letter. 


category of ‘silence’. 


“Because of the time limits under which 
Securities Act and proxy 
matters, it is essential that we complete our 
examination and other processing procedures 
in a relatively short period of time after the 
date of the filing. Since it may take weeks, 
or even months in the case of Categories 
(3) and (4) cases, for the Antitrust Division 
to complete its work to the point of ‘clear 
ing’ with the Attorney General’s Office, it is 


we operate in 


bvious that we cannot very well coordinate 
our examining procedure at the commissiot 
with that of the Department of Justice i 


every case, 


“Accordingly, in the vast majority of these 
go ahead and complet: 
ur examination, prepare our letter of com 

that have not 
Antitrust Division, we send 


acquisition cases, we 
ments, and if by time we 
heard from the 
out our letter 


“There is, of course, no real problen 
sclosure if the Department of Justice 
taken Categ é 
(3) or (4). The same is true if either the 
Department or the Federal Trade 
sion has sent out to the parties a question 
We consider that 
a brief factual statement of the situation is 
all that is necessary to be made in the pros 


‘official’ action under 


ories 
Commis 


naire or letter of inquiry 


pectus or proxy statement. Of course, the 


statement may be followed by a further 


that counsel are of the opinio1 


that the proposed transaction, if consummated, 


Statement 


will not violate the antitrust laws 


“Our real disclosure problems arise when 
we have completed our examination and are 
about to send out our letter of comments 
on a preliminary proxy statement; or we ar¢ 


about ready to ‘clear’ a registration state 


ment and we are advised that the staff of the 


Division is about to recommend, 


recommended, to the Atto1 


Office the 


ias already 


ney General’s sending of 
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their 


in court’ letter; or 
Antitrust Division is 
Attorney 
action be com- 
menced to block the transaction. 


Category (3) ‘see you 
where the staff of the 
prepared to recommend to the 
General’s Office that court 


“About all we can do, and have done, in 
these situations if we know the parties have 


received a questionnaire from the Depart- 


ment of Justice or a letter of inquiry from 
the Federal Trade 
th 


Commission, or if it is 
ierwise no secret that the transaction is 
being investigated by these agencies, is to 
request the parties, in addition to including 
in the proxy statement in- 
formation about the receipt of the question 


letter of 


prospectus of 
naire OF inquiry, to let us know by 
letter what they intend to do if the Depart 
» t 
ment’s 
court’ letter is received before the 
offer or proxy 


Category (3) ‘we will see you in 
exchange 


solicitation commences 


was mentioned that in most 
merger transactions the 
sued have not 
Securities Act. 


“Earlier, it 
securities being is 
under the 


been registered 


“The question of the applicability of the 
registration provisions of the Securities Act 
to a statutory merger or consolidation was 
one of the first major policy decisio 
faced by the new SEC shortly after 
ceeded the FTC 


Securities Act in 1934. 


in the administration « 


“Tnitially, it 1 


tively that no objection 

the commission if a statt ym 
he laws of New York and New 
consummated withou i 


1935 


Was ae 


a rule was 


ganization 


merger was submitted 
curity holders pursuant 
state law where tl 


required majority 


‘In 1951, an 


l regul; 


rules and 
Act was adopted 
that for purposes 
no sale or offer 
be involved so tar 
corporation are concerne 

to statutory provisions in U te of incor- 
poration or provisio1 ‘ontained in certifi- 
cates of incorporation, there is submitted to 


a vote of stockholde: lan or 


agreement 
for 
reclassification 

the transfer 


another pers¢ 





issuance of securities under such circum- 
stances that the vote of a required favorable 
majority will operate to authorize the pro- 
posed concerns the 
corporation whose stockholders are voting 
and will bind all stockholders except as to 


dissenters’ rights 


transaction so far as 


“The significant change in the rule at that 
time was the specification that the rule ap- 
plied for purposes of Section 5, that is, 
registration only, the clear implication being 
that the commission considered that the rule 
should not operate to remove a security 


transaction in an acquisition of the character 


specified, from the operation of Section 12 
—which creates civil liabilities in connection 
with the securities—and Section 
17(a)—which makes certain activities un- 
lawful in the sale of securities. 


sale of 


“The theory of the rule briefly is that the 
transaction occurs as a corporate act rather 
than as a volition of 
individual contractual 


sense. 


consequence of the 
shareholders in a 


“T don’t want to discuss the rightness or 
wrongness of the rule or its underlying 
premises. The rule is on the books and as 
long as that is so, it may continue to be 
relied upon. 


“I think it is important to point out, 


however, that the commission in recent 
years has tended in the direction of narrow- 
ing the application of the rule to the merger 
transaction itself and to the view that the 
issuance of securities in a Rule 133 transac- 
tion did not create ‘free stock’ for all pur- 
In other words, Rule 133 does not 
provide a ‘security exemption’—at most, it 
may be relied upon as a ‘transaction exemp- 
tion’—and the commission has ruled in vari- 
ous situations that public distributions of 
securities subsequent to the merger transac- 
tion must find their own and other 
exemption if registration is to be avoided. 


I oses, 


some 


“The safest course to follow in planning 
procedures in a projected merger or other 
acquisition by stockholder vote is to consult 
with the staff if it 
likely that the merger transaction is but a 
step in a process which involves a public 
distribution, to others than the voting stock- 
holders, following the merger transaction. 


commission’s appears 


year the commission an- 
nounced in a published release a proposal 
to repeal Rule 133. After receiving many 
objections from industry and the bar and 
after a public hearing on the proposal, the 
commission on March 15 of last year an- 
nounced deferral of any action and that fur- 
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ther study would be given the problems 
involved before making any further proposals. 

“The other type of transaction, in which 
registration under the Securities Act is con- 
sidered unnecessary, is the so-called ‘private 
sale’. In these cases the issuers rely upon 
Section 4(1), which provides that the regis- 
tration provisions do not apply to transac- 
tions by an issuer not involving any public 
offering. The usual pattern of these cases is 
the acquisition of stock or assets of another 
company from a limited group of stock- 
holders or owners (a group small enough 
not to be considered as ‘the public’), paymert 
being made in stock of the acquiring com- 
pany. The recipients of the stock usually 
represent that the shares so taken are being 
taken for investment and not for distribution. 


“Tt has come to our attention in many 
cases that these so-called investment repre- 
sentations are regarded as a necessary part 
of a ritual which once completed leaves the 
owner free thereafter to sell the shares upon 
the occurrence of any event which can be 
asserted as a ‘change of circumstances’. In 
many of these cases, a public distribution 
has occurred under conditions which lead us 
to the conclusion that the sellers should be 
regarded as statutory underwriters, that the 
securities should in fact have been registered 
and that the issuer has been placed in the 
position of having violated the law. 

“There is no insulating magic for an 
issuer in an investment letter of the char- 
acter which we have seen in circulation if 
the transaction in fact is a first step in a 
public distribution of the issuer’s shares. 
An issuer if it chooses to employ its shares 
as currency for purposes of an acquisition 
of a business in reliance on Section 4(1) 
should, to protect itself against the risk of 
a one-year put under Section 12(1) and 
against possible injunctive action, seek spe- 
cific and clear-cut assurances as to the 
intention of the persons to whom shares are 
to be issued, provide by agreement for ap- 
propriate notice of an intent to sell and 
otherwise guard against the possibility that 
it may find itself involved in an illegal 
distribution. 


“One final bit of advice should be offered 
in concluding this review of SEC merger 
considerations. After you have worked your 
way through a complicated acquisition, 
prepared your proxy statement, held your 
meeting and won the overwhelming approval 
of your stockholders—before you put your 
files away and celebrate—please file your 
Form 8-K to report to an awaiting public 
the results of your endeavors.” [The End] 
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FEDERAL TAX 


March 3 (March 1 is a Saturday) — 


Due date of annual information returns 
by stockholders, officers and directors 
of foreign personal holding companies. 
(Code Section 6035(a)(2), (b)(2).) 
Forms: officers and directors, Form 958; 
shareholders, Form 957. 


March 17 (March 15 is a Saturday)— 

Last day for a calendar-year corporation 
to file income tax return for calendar 
year 1957. If corporation elects to pay 
tax in installments, one half of tax is 
due on this date and the balance on 
June 16. (Sections 6072(b), 6152(a)(1) 
(B) and (b)(2).) Form 1120. 


Due date of annual returns as follows: 
(1) return by withholding agents of tax 
on interest required to be withheld at 
source during 1957; (2) return showing 
amount of tax required to be withheld 
during 1957 from each nonresident alien, 
foreign partnership or nonresident for- 
eign. corporation to which certain periodi- 
cal income was paid during that year. 
(Regulations Section 1.1461-2.) 

Last day to file gift tax return and to pay 
tax if gift of more than $3,000 was 
made in the calendar year 1957 to any 
one person. 

Due date for payment of withheld income 
and social security taxes for February 
to a federal reserve bank or other au- 
thorized depositary. (Regulations 120, 
Section 406,606. ) 

Due date, by general extension, of returns 
for the fiscal year ended September 30, 
1957, in the case of (1) foreign partner- 
ships; (2) foreign corporations which 
maintain offices or places of business in 


CALENDAR 


the United States; (3) domestic corpo- 
rations which transact their business 
and keep their records and books of 
accounts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American citizens 
residing or traveling abroad, including 
persons in the military or naval service 
on duty outside the United States. 
(Regulations 118, Section 39.53-3.) 
Forms: (1) Form 1065; (2)-(4) Forms 
1120; (5) Form 1040, 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for February. (Code Section 6035(a) 
(1), (b)(1).) Form 957. 


March 31— 

Due date for payment of the following 
excise taxes for February to an author- 
ized depositary, if such taxes reportable 
for February exceeded $100: taxes on 
safe deposit boxes; transportation of 
oil by pipeline; telephone, telegraph, 
radio and cable messages and services; 
transportation of persons; admissions, 
dues and initiation fees; gasoline, lubri- 
cating oils and matches; sales by manu- 
facturers, including sales of pistols and 

certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. (Regulations Section 477.4.) 


revolvers; processing of 


Due date of federal use tax return and 
payment of tax on highway motor ve- 
hicles, if first use occurred in February, 
1958. (Regulations Sections 41.6011(a)-1, 
41.6071(a)-1.) Form 2290. 
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¢ For Handy Desk Reference 


* For Quick Brush-Up 


¢ For Sound Training 


CCH’s New, Up-to-Date 


FEDERAL TAXES 
1958 


Easy to Understand ® Easy to Use 


@ Actual Size 814” x 10” 
@ Over 1100 pages 


@ Handsome Semi- 
Flexible Binder 


If you have a stake in taxes, you'll want and use to advantage FEDERAL TAXES 1958. 
Designed for quick reference, for fast brush-up, it makes federal income taxation 


easy to grasp. In fact, it’s like consulting a panel of tax experts. 


OR .. . if your problem is training new men in the field, you can't beat FEDERAL 
TAXES 1958 for real help to relieve most of the burden. Trainees are practically 
told what to do, what to look for and why. 


Everything essential or helpful is here—clearly spelled out—to make sure you know 
where you're going and the best way to get there, federal income tax-wise. All 
the latest pertinent federal tax laws, regulations, rulings and decisions are reflected 


down to publication date. 


Included—At No Extra Charge! 


Buyers of FEDERAL TAXES 1958 receive two 
eo @ handy, king-size filled-in tax return forms 
books for corporations, individuals, trusts, 
estates, and partnerships. 


Features You'll Like 


Some 1000 helpful ‘‘show- 
how'’ examples 


Nearly 500 typical tax 
problems (all with sound 


All Yours for Only 
$16.50 


Use this Handy Tear-off Card 
to Order Your Copy Today— 


solutions) 


Quick-finding topical 
index 


Dictionary of tax terms 15 Days’ Approval 


Tab guides take you right 
to your subject 


BOOKS BY MAIL 
4025 W. PETERSON AVE., CHICAGO 30. ILL. 





